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STATE OF IDAHO

Reed J. Taylor,
Plaintiff-Appellant,
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Defendants-Respondents.

CLERK'S RECORD ON APPEAL
VOLUME XLI

Appealed from the District Court of the
Second Judicial District of the State of Idaho,
in and for the County of Nez Perce
The Honorable Jeff M. Brudie
Supreme Court No. 36916-2009
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I, Roderick C. Bond, being first duly sworn on oath, deposes and says:
1.

I am over the age of eighteen years, competent to testify in court, and

make this Affidavit based upon my personal knowledge. I remain actively involved in
reviewing documents in this case and have an understanding of documents that have been
produced in this action and documents that have not been produced in this action.
2.

Attached as Exhibit 1 is a true and correct copy of a document that I

prepared detailing a number of discovery issues in this action. I did not have time to list
all documents and all discovery request numbers in this Exhibit 1. I sent Exhibit 1 to all
counsel of record via email onJanuaryI4.2009.Mr. Bissell and I held a discovery
conference with defense counsel on January 14, 2009; however, noting resulted from the
conference. Shortly thereafter, the Defendants moved to stay and limit discovery. There
are other discovery issues besides those listed in the attached Exhibit 1. Many of the
disputes have been long-standing.
3.

I note that counsel for AlA Services, AlA Insurance, and CropUSA finally

produced copies of appraisals for the stock and business of AlA Services. The appraisals
and valuations attached as Exhibits A-D to the Affidavit of Michael Bissell dated March
12,2009, are exactly the kind of documents we have been requesting and had never been
provided prior to their production on March 5, 2009, and March 11, 2009.

These

appraisals and valuations were also referenced in Exhibit 1 above, yet nothing was
produced at that time.
4.

The Defendants have asserted that we have been provided full access to

AlA's offices. This is not true. I was present during the times in which Reed Taylor's
accountants visited AlA Services and AlA Insurance's offices. At that time, there were
REPL Y AFFIDAVIT OF RODERICK C. BOND
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notebooks with accounting information that I picked up to review and was advised that I
was prohibited from reviewing.

Similarly, I was also advised that there are certain

documents held in 10Lee Duclos' officer, which the employees were not permitted to
provide to us without 10Lee Duclos' consent. What Mr. Babbitt has offered is the right to
go in and look at journal entries and then request AlA employees pull the source
documents. For example, if there was a journal entry for a payment to 10hn Taylor, we
could identify the date of the entry and request documents to support the journal entry.
This is like finding a needle in a hay stack, particularly when we know that AlA has
compiled monthly and quarterly reports of accounting information, all of which have not
been produced to Reed Taylor. Despite my repeated requests, I have never been advised
that we will be free to review all accounting information. The response is always "you
can look at the journal entries and source documents."

This also is meaningless,

regardless of any circumstances because many expenses incurred for CropUSA were
never made in the everyday course of business. For example, Exhibit 73 to the Affidavit
of Michael Bissell is a document that I found in a year-end closing notebook. Exhibit 73
was an itemization of telephone expenses charged to Reed Taylor when he was operating
the CAP program from office space he leased from AlA. I have never seen a document
such as Exhibit 73 itemizing telephone expenses for CropUSA. The list goes on and on
of examples.
5.

Through the date of this Affidavit, AlA Services 401(k) Plan ("Plan") has

not provided Reed Taylor with any documents relating to its alleged claims or defenses in
this action (mindful that the Plan has no claims and has not been sued). The Plan did
provided a limited amount of information unrelated to the Plan's alleged claims or
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defenses.

The information provided appears to be the information attached to the

Affidavit submitted by the Plan in recent days.

The Plan has not provided any

information or documents pertaining to Mr. Voth, other than what was attached to Mr.
Voth's Affidavit filed on February 12, 2009. 1 would also note that Reed Taylor is a
significant holder of the Series C Preferred Shares of AlA Services held in the Plan, yet
his requests for information as to why the Plan is not proceeding in a manner to protect
the Plan's interest and remove the present management of AlA have not been answered.
6.

On February 25,2008, 1 sent an email to all counsel regarding depositions.

A copy of this email has been submitted by the Defendants in this action. Attached as
Exhibit 2 is a true and correct copy of an email that 1 received from Gary Babbitt dated

February 22, 2008. Sometime shortly after receiving this email (1 do not recall if it was a
day or a few days), 1 had a telephone conference with Gary Babbitt explaining why
certain depositions needed to be taken. Some of the people listed on my February 25,
2008, email were involved in accounting at AlA. Obviously, this is a key and hotly
contested issue because of the improper allocations for certain CropUSA expenses and no
allocations at all for other expenses. 1 explained to Gary Babbitt that some of the people
listed were employees which we did not know the extent of their knowledge as it pertains
to the issues in this action. I explained to Mr. Babbitt that it was possible some people
indicated in my email could be deposed in minutes, while others could be more extensive.
I have also had a chance to speak in person with some of the people and I do not know if
their deposition will need to be taken.

The Defendants are not portraying the facts

accurately.
7.

Attached as Exhibit 3 is a true and correct copy of an email that 1 sent to
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John Hally regarding discovery issues pertaining to Connie Taylor dated February 19,
2008. It was approximately one month before this email was sent that Reed Taylor filed
a motion to compel against Connie Taylor in response to her motion for a protective
order. At the hearing, the Court indicated that it was not happy with counsel for not
spending more time going over discovery before bringing the issue before the Court.
Reed Taylor brought the issue before the Court because Mr. Halley refused to produce
responsive documents and complete responses. On the same day of the hearing, Jon
Hally and I met at the Courthouse and went over the discovery requests.

He indicated

that responses would be forthcoming. They never materialized. There are more emails
and evidence on this issue, but this illustrates that over one year has passed and we still
have not received a single document from Connie Taylor. We have also never received a
single document from James Beck and Corrine Beck and have received no responses to
any of Reed Taylor'S discovery requests.
8.

There are countless emails between my firm and counsel for the

Defendants discussing discovery disputes and up produced documents in this action. For
example, the defendants attached an email that sent to counsel for AlA Services, AlA
Insurance, and CropUSA requesting when appraisals for AlA Services would be provided
for the 1995 and 1996 time periods. In this email, I advised counsel that we knew the
appraisals existed, yet they had not been produced. Appraisals were later produced to
Mr. Bissell, as outlined in his Affidavit dated March 12,2009, which such appraisals had
not been produced for over two years since this action was commence
DATED: This lih day of March, 2009.
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SUBSCRIBED AND SWORN to before me this Ith day of March, 2009.

Notary Public for· Idaho .
Residing at:
U: /J..c:::ton
.
My commissIon e~pi~~:
~Jf·~O/"l

cd.p
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Unexhaustive list of Discovery Items Due From Defendants

The Following are a sample of requests that need to be answered
and responded to in fulL along with responsive documents
produced by all applicable defendants. To the extent that the
following and all responses and answers to discovery requests
(including production of documents) to CropUSA, AlA Services and
AlA Insurance remain incomplete, the individuals who are the
purported directors are also responsible for ensuring full and
complete responses, along with full the production of documents.
Please note that most discovery requests have been duplicated to
all defendants in an exact or substantially similar form and the
definition of "documents" is extensive for all requests to all
defendants.

1.

All documents that support or relate in any way to the
illegality alleged by the defendants. Reed specifically
requested documents and interrogatory responses
pertaining to defenses, affirmative defenses and
counterclaims (including the value of AlA's assets and
debts as of the date of the purchase of Reed's shares
and a list of all creditors with amounts owed as of the
date of Reed's redemption and the date of the
restructure of the redemption). (See e.g., Rog 10 & RFP
191 to AlA and J.T.-1 0-4-07; ROG 2, RFP 44 to Beck---326-08; ROG 6, RFP 64 to Connie Taylor---1 0-21-07;.ROG 12,
RFP 183 and 217 to J.T.---1 0-19-07; ROG 9, RFP 31-40, 125
to CropUSA---11-28-07)

2.

All up-to-date Financial Statements, including, without
limitation, those on AlA Services, AlA Insurance and Crop
EXHIBIT
¢
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USA. (See e.g., RfP 31 to AlA and J.T.---3-23-07; RfP 89 to
AlA and J.T.---7 -20-07; RfP 87, 101, 149 to CropUSA---ll28-07), All information used to determine each line item
on each and every financial statement. Reed needs to
know what each item is comprised of and how it was
determined. John and others keep disingenuously
testifying that the financial statements tell you everything,
but they tell you little to nothing.
• No Financial Statements for Crop USA when it was
called AlA Crop Insurance.
• No future projections or forecasts.
• The financial statements have supported schedules
and documentation. Reed wants it all and is entitled
to it.
3.

All Email. Only an agreement for part of the em ails and
we need others. Also need to have expert look at
additional emails backed up on John's hard drive that
were auto archived (See e.g., RFP 10 to AlA and J.T.---323-07; RFP 10 to CropUSA---11-28-07; all RFPs to all
defendants regarding communications and document;
see also, definition for "documents" in all discovery
requests to all defendants, including, CropUSA).
• The emails produced thus far only include up to the
date that the hard drives were imaged. All emails
need to be supplemented after that date.
• The emails produced to date only include emails sent,
received and/or carbon copied to or from John Taylor,
JoLee Duclos and Brian Freeman. We need all other

2
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•

•

•
•

•

•

•
4.

pertinent officers (CFOs, etc), managers, and
accounting personnel.
Update all emails for Mike Cashman, James Beck,
Connie Taylor, JoLee Duclos, Bryan Freeman and John
from the time of extraction to the present time.
All emails received from or sent to James Beck, Michael
Cashman, Randal Lamberjack, Adrian Johnson, Connie
Taylor or any Preferred C Shareholder to or from any
employee, officer, director or shareholder of AlA
Services, AlA Insurance, or Crop USA.
All emails that support, reference, or relate to any of
the defenses or counterclaims alleged by Crop USA,
AlA Insurance, AlA Services, John Taylor or any of the
other individual defendants.
All emails that reference or relate in any way to the
alleged oral modification.
All emails that reference or relate in any way to
allocations or non-allocations of expenses between
Crop USA and AlA Insurance or AlA Services.
All emails between each individual defendant and the
specific parties or entities named in specific discovery
requests.
All emails to and from all officers and accounting
personal in CropUSA, AlA Services and AlA Insurance
(i.e., Kent Peterson, Marcus McNabb, Jerry Anderson,
Aimee Gordon).
All emails must be updated at least each month.

Up to date list of all officers and directors and employees
of the corporations going back to 1995. (See e.g., RFPs
27, 28, 33 to AlA and J.T.---3-23-07)

3
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5.

No information has been provided on any counterclaims
against Reed Taylor. Information and damage
calculations need to be provides immediately or the
counterclaims dismissed. (See e.g., ROG 1, RFP 9 to Beck--3-26-08; ROG 9, RFP 131 to AIA---1 0-4-07; ROG 3, RFP 12
to Connie Taylor---10-21-07; ROG 3, RFP 128 to J.T.---1019-07; ROG 6, RFP 31, 42, 43, 82 to CropUSA---11-28-07)

6.

All correspondence, emails and documents exchanged
with Mike Cashman (including, without limitation,
everything from any attorney to or from Mike Cashman as
he enjoys no privilege status). (See e.g., RFP 10, 11, 79,
123, 126, 128 to CropUSA---11-28-07; RFP 189, 192 to AIA--10-4-07; RFP 181 to J.T.---l 0-19-07; RFP 42 to Beck---3-2608; RFP 62 to Connie Taylor---l 0-21-07)

7.

All correspondence, emails and documents exchanged
with James Beck before he was purportedly appointed to
the board of AlA Services and AlA Insurance. (including,
without limitation, everything from any attorney to or from
James Beck as he enjoyed no privilege status before
being a member of the board of AlA). (See e.g., RFP 10
to CropUSA---11-28-07; RFP 60 to Connie Taylor---l 0-2107; RFP 128, 188, 192 to AIA---10-4-07; RFP 10,11,59,79,
122,126, 128 to CropUSA---11-28-07; RFP 178 to J.T.---l019-07)

8.

All correspondence, emails and documents exchanged
with Connie Taylor before she was purportedly appointed
to the board of AlA Services and AlA Insurance.
(including, without limitation, everything from any
attorney to or from Connie Taylor as she enjoyed no
4
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privilege status before being a member of the board of
AlA and has never been a member of the board of
CropUSA). (See e.g.,
9.

No documents or information has been provided
regarding the defendants' damages. (See e.g., ROG 8
and RFP 128 to J.T.---1 0-19-07; ROG 9 and RFP 131 to AIA--10-4-07; ROG 6, RFP 42, 43, 82 to CropUSA---11-28-07;
ROG 3, RFP 8, 12 to Connie Tayor---1 0-21-07; ROG 1, RFP 9
to Beck---3-26-08)

10.

John Taylor needs to submit to an IPE (Independent
Psychological Examination) for his counterclaim or dismiss
it. Same with JoLee Duclos and Bryan Freeman. Reed
needs dates for all to schedule the IPEs.

11 .

All check registers (including, without limitation,
itemization of all electronic payments and receipts). (See
e.g., RFP 4 to AlA and J.T.--3-23-07; RFP 104 to CropUSA--11-28-07;)

12.

All documents regarding funds or assets advanced to or
owed by John Taylor or Connie Taylor. (See e.g., RFP 14
to AlA and J.T.--3-23-07; RFP 101-102 to AlA and J.T.---720-07; RFP 107 to Connie Taylor---1 0-21-07)
• No information on $307k owed by John and backed off
of Reed's note.
• No information on John's salary accrual account
before 2002.
• John's up-to-date salary and salary accrual
information.
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13.

All documents pertaining to the Series C Preferred Shares,
both redemption or purchases and conversion of shares.
(See e.g., RFP 12 & 25 to AlA and J.T.--3-23-07; RFP 20, 23,
25, 84, 85, 95, 126 to CropUSA---11-28-07)
• No letters to the other Series C Shareholders regarding
the right to convert.
• No stock certificates issued to the Series C Shareholders
in addition to Crop USA shares.

14.

All remaining resolutions or meeting minutes relating in any
way to Crop USA, AlA Insurance, or AlA Services,
including, without limitation the board resolution
approving the pledge of the Washington Bank Properties
Mortgage to Crop USA. (See e.g., RFP 24 to AlA and J.T.--3-23-07; RFP 1, 10, 11, 19, 21, 24, 134 to CropUSA- --11-2807)

15.

Documents pertaining to advisory boards and
committees of AlA and CropUSA and communications
related thereto. (See e.g., RFPs 26, 30, 47, 66 to CropUSA--11-28-07;)

16.

All non-privileged documents in Quarles Brady and
Hawley Troxell's files relating to John Taylor, AlA Services,
AlA Insurance, Pacific Empire Radio, Pacific Empire
Communications, Pacific Empire Holdings, Crop USA,
Michael Cashman, James Beck, or any of the other
named defendants. (Note: We can schedule a records
deposition and will do so, if necessary).

17.

AlA Services, CropUSA, John Taylor, Connie Taylor and the
others can provide us information, financial statements,
6
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tax returns and applications (including, those provided to
banks and others) or Reed will subpoena the banks and
others at greater expense to all. Reed would need
certification from a bank representative that he has been
provided all information. (See e.g., ROG B, RFP 45, 73, 74,
104, 106, 149 to CropUSA---11-2B-07; ROG 10, RFP 121,142,
155 to J.T.---1 0-19-07; RFP 4, RFP 6, 26, 2B, 57, 67 to
Connie Taylor---1 0-21-07)
18.

All financial statements and tax returns for John Taylor,
Connie Taylor, James Beck! JoLee Duclos and Bryan
Freeman. (See above)

19.

No opinion letters have been produced. We know they
exist and we have 2 pages of one that was provided by
Hawley Troxell to AlA's auditors. Opinion letters relied
upon others (including auditors) are not privileged and
must be produced. In any event, even if they are going
to withhold opinion letters, they need to produce a
detailed privilege log of the date of each letter, the
purpose of the letter, and a description of the letter
pending our motions to compel. (See e.g., RFP BO, 92, 95,
112, 113, 114 to CropUSA---11-2B-07;

20.

Privilege logs for accountants, auditors and attorneys
(including, without limitation, all email). This request is not
a waiver of any of the defendants waiver of privilege.
Also, the date, description of document and parties
involved (and other requirements) must be disclosed in
the log.

7
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21.

Updated copies for all year-end accounting notebooks
for AlA and Crop USA.

22.

All year-end, quarterly and monthly accounting
information.

23.

Breakdowns of the calculation of all expenses paid by AlA
for Crop USA and vice versa (including, without limitation,
salaries, electrical expenses, phone expenses, advances,
etc.).

24.

All information provided to Lancelot and communications
to and from Lancelot (and any of their representatives
and attorneys). (See e.g., RFP 90 to CropUSA---11-28-07)

25.

All responsive electronic files (Word, Excel, etc.) as we
have requested them all and know they exist because of
the document stamps on the bottom of certain
documents and JoLee Duclos' testimony. Of particular
interest, is all accounting information and
correspondence of any type in Excel and Word. Reed
wants and is entitled to all electronic files to be produced
in electronic form. (See e.g., RFP 71, 148, 149 to CropUSA--11-28-07; RFP 198, 199 to AIA---1 0-4-07)

26.

All stock certificates, stock ledgers, minute books and
related documents of AlA Services, AlA Insurance, AlA
Crop Insurance, or Crop USA.
• Other than the Crop USA certificates issued to Duclos
and Freeman, no Crop USA stock certificates have
been issued.
• No stock certificates for AlA Crop Insurance.
8
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• No stock certificates for AlA Services.
27.

All correspondence and documents sent by AlA Services,
AlA Insurance, or Crop USA to Lancelot Investors Fund or
any related party (including the required monthly reports
and any waivers of covenants or defaults and sale of the
loan, etc.). (See e.g., RFP 90 to CropUSA---11-28-07)

28.

All correspondence and opinion letters issued by Hawley
Troxell or Erbilee Berlin pertaining to Crop USA, AlA
Services, or AlA Insurance (including opinion letters to
auditors). (See e.g., RFP 112 to CropUSA-11-28-07)

29.

All past and current account year-end closing notebooks
for AlA Services, AlA Insurance and Crop USA (we have
not been provided quarter ending notebooks or the 2007
year-end for any of the corporations). (See e.g., RFP 58 to
CropUSA---11-28-07; see also, definitions of "documents"
in requests to all defendants)

30.

Present balance of Crop USA's current line-of-credit
(updated monthly) including information on any past and
new loans. (See e.g., ROG 4, RFP 4, 73, 74, 90, 104 to
CropUSA---11-28-07)

31.

All documents on the parking lot, including, 1099s sent to
17 State Street Partners LLC for parking lot rent. (See e.g.,
RFP 22 to AlA and J.T.--3-29-07)

32.

All documents on funds lent or advanced from AlA
Services' 401 (k) Plan and all other documents (including
everything provided to Charles Brown and payments to
9
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Charles Brown. (See e.g., RFP 25 to AlA and J.T.-3-23-07;
RFP 197 to AIA---1 0-4-07)
33.

We know that the CropUSA financial statements were
revised to show John and Lamberjack purchased the
mortgages owned by CropUSA and made money off of
them and borrowed money from AlA's 401 (k). Provide
the documents and how much John and Lamberjack
made. (See e.g., RFP 25 to AlA and J.T.-3-23-07; RFP 197
to AIA---10-4-07)

34.

All documents on the preferred shares of Woodcom
owned by AlA Services or KA TW FM. (RFP 31 to AlA and
J.T.-3-29-07)

35.

2007 and 2008 Tax Returns for AlA Services, AlA Insurance
and Crop USA.

36.

Complete salary and breakdown of salary accounts and
related accounts and payments for John, Beck,
Cashman, JoLee and Bryan going back to 1996.

37.

Copies of all payments to Jim Beck and Connie Taylor
and stock certificates (including, without limitation, those
purportedly paid for director fees).

38.

Copies of all statements for attorneys' fees paid by all the
defendants and copies of the checks or payments
(including updates for JoLee, Bryan and John). (See e.g.,
RFP 1 to AlA and J.T.---3-23-07; RFP 107 to AIA---7-20-07)
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,. Nothing on James Beck(or Connie Taylor since Risley
became her attorney) and nothing on Connie Taylor
since the first production.
It
No updated information since the last documents.
• Nothing on shareholder approval of the payment of
Connie or the Becks' attorney fees.
• Nothing on Crop USA
• Need to know who paid the fees and costs and
where the money came from.
39.

All documents that relate to, support or negate
counterclaims alleged by AlA Insurance, AlA Services, or
Crop USA. (See e.g., RFP 64-88 to AIA---7-20-07)

40.

Leases for Sound Insurance. (RFP 111---7-20-07)

41.

John has not provided the lease agreement between his
entity and Global Travel. (RFP 112---7-20-07)

42.

Full and complete answers to all interrogatori~s and
requests for production, including, without limitation,
specific answers regarding claims, defenses and
damages. (See e.g., RFPs 50-87 to AIA---7-20-07)

43.

All documents sent or received by any officer, director,
employee or shareholder of Crop USA, AlA Insurance, or
AlA Services to or from James Beck, Connie Taylor,
Michael Cashman, Adrian Johnson, Randall Lumberjack,
John Taylor, or any other shareholder (common or
preferred) of Crop USA, AlA Services, or AlA Insurance.
(See e.g., RFP 189 to AIA--- 10-4-07)
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44.

The various documents, memos, emails and etc. that
Reed has produced and have not been produced by
the corporations. (See Deposition Exhibits for John
Taylor's deposition)

45.

All documents pertaining to the 401 (k). (See e.g., RFP 197
to AIA---1 0-4-07)

46.

All appraisals or valuations for any shares of AlA Services,
AlA Insurance or Crop USA. All appraisals or valuations on
AlA Services, including for divorce purposes.

47.

Interrogatory on employees of AlA Insurance or AlA
Service who have provided services or work for any other
person or entity and not been paid by the respective
person or entity. (ROG 3 to AIA---7 -10-07)

48.

All documents relating to purchases of Crop USA stock,
AlA stock, and other valuations, including, without
limitation, subscription agreements or contracts
pertaining to Adrian Johnson and Randal Lamberjack.
(See e.g., RFPs 20, 84, 96, 138 to CropUSA---11-28-07; RFPs
133,149,161 to AIA---10-4-07)

49.

Electronic Excel, related spreadsheets, Word documents,
and other electronic files. (See e.g., RFP 198-199 to AIA--10-4-07; see also definition of "documents for all
defendants)
•
•

Many of the account summaries have Excel stamps on
the bottom of the page.
We want them all the way back to 1995.
12
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•
•
•

John has created such spreadsheets or word documents.
Spreadsheets of monthly expenses and categories of
expenses.
Spreadsheets used to compile data for financial
statements.

50.

Premium reports generated mo.nthly, including, those
reports showing the total premium placements as John
has alleged under the terms of the alleged oral
modification. These documents support AlA's defenses
also as AlA must prove the revenue targets have not
been met, including the $30-$35M required before
paying Reed all accrued interest.

51 .

Monthly accounting reports of all types (including, income
and payables).

52.

Correspondence and documents as requested for each
individual person identified in Reed's discovery requests.

53.

All documents referencing Connie Taylor. (RFP 91---7-2007)

54.

All documents pertaining to the sale to Hudson (including
emails and letters regarding the sale or offers to purchase
other assets).

55.

All documents and emails exchanged with Hudson and
agreements with Hudson. (See e.g., RFP 153, 155, 156 to
CropUSA---11-28-07)
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56.

All documents and emails exchanged with Trustmark. All
payments from Trustmark.

57.

All documents and emails exchanged with any other
insurer or prospective insurer.

58.

All up to date meeting minutes and resolutions for all
board meetings of AlA Services, AlA Insurance, CropUSA
and the growers associations and co-ops. (See e.g., RFP
47 to CropUSA---11-28-07; RFP 24 to AlA and J.T.-3-2307)

59.

All information on payments, salaries, advances and
reimbursements to John Taylor and all entities he owns a
stake in (and the other individual defendants). (See e.g.,
RFP 95-102 to AlA and J.T.---7-20-07)

60.

All correspondence and email to Dick Riley regarding
drafting documents for the $1.2 Million Mortgage (he said
that he was only a scrivener so no attorney-client
privilege applies to this transaction whatsoever. Reed
also wants the billing statements describing work on this
transaction. (See e.g., RFP 171 and 173 to AIA---1 0-4-07)

61 .

Year end and quarter end accounting information and
notebooks. (See e.g., RFP 198-199 to AIA---1 0-4-07)

62.

All privileged and non-privileged documents from Eberle
Berlin regarding purchase of Reed's shares and
everything else. Reed was chairman of the board and
CEO and is entitled to see all privileged documents and
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other documents and email for that time period. (See
e.g., RFP 171 and 173 to AIA---10-4-07)
63.

No expert witness information or reports provided by any
of the defendants. Moreover, Connie and Beck have not
even provided any expert information or named any
experts. Reed is not waiving any objections by
demanding this information as Connie and Beck failed to
name expert witnesses. (See e.g., RFP 88 to AIA---7-2007; ROGS and RFPs to all Defendants)

64.

All documents pertaining to all actions taken by the
board of directors. (See e.g., RFP 92 to AIA---7-20-07)

65.

Bank statements on accounts where Reed Taylor's
monthly payments are purportedly being paid. Also,
where is the money being paid that was paid to Donna
Taylor? If in an account, we want those statements as
well. (See e.g., RFP 194 to AIA--- 10-4-07)

66.

All information required to be provided to Reed under the
terms of the Amended Stock Pledge Agreement. (i.e., the
failure to provide the information is ongoing breaches to
the agreement). (See e.g., Amended and Restate Stock
Pledge Agreement)

67.

Documents and correspondence on money owed to, or
borrowed from, any associations and co-ops. We know
AlA has owed money to some. (See e.g., RFP 160 to AIA--10-4-07)
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68.

Documents pertaining to AlA advancing money for coops and associations. We know AlA funded Growers
National. (See e.g., RfP 7 to AlA and J.T.---3-23-07)

69.

Documents and payments received for GGMIT
settlement. (See e.g., RfP 127 to AIA---1 0-4-07)

70.

Meeting minutes and documents pertaining to trust
boards and membership associations (co-ops). (See e.g.,
RfP 21 to AlA and J.T.---3-23-07)

71 .

AlA and CropUSA contracts with all insurers and related
providers, including renewals and amendments. {See
e.g., RfP 151-156 to CropUSA---11-28-07;

72.

All cell phone and telephone records. (including, without
limitation, cell phone and home phone records). (See
e.g., RfP 9 to AlA and J.T.---3-23-07)

73.

Documents pertaining to John Taylor and Connie Taylor's
divorce, including, without limitation, settlement
agreements, division of assets, payments, financial
statements, appraisals, expert witness reports and the like.
(See e.g., RfP 176 to J.T.---10-19-07; RfP 116 to Connie
Taylor---10-21-07)

74.

Supplemental production of documents on all prior
discovery requests to all defendants. This needs to be
timely done from this point until trial. Reed's damages
are ongoing, i.e., every dollar of income to AlA Insurance
has not been authorized by Reed to be used for anything
(subject to his security interests and vote of the shares).
16
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75.

We need to schedule other days to go back to AlA's
offices and review receipts and documents.

76.

There needs to be guarantees and a mechanism for the
defendants providing updated information in a timely
manner so that Reed can prepare for trial and provide
timely updates to his responses and answers to discovery
requests. The flow of information from the defendants
has been nothing short of terrible. Reed needs a written
agreement that Information, responses and answers will
be updated at least monthly or we will seek an order to
compeL if necessary. It will be difficult enough to get
reports and damages and claims updated before trial.
What actions or agreement can be made or taken to
ensure money is not transferred before, during or after
trial. Does Reed need to get a preliminary injunction or
will the defendants agree to special protections?

77.

Reed cannot provide full and complete answers and
responses and documents until the information is
provided to him. When they finally provide the
information, we can provide a more detailed issue on
claims.

78.

REED WANTS ALL FURTHER DOCUMENTS PRODUCED IN THE
FILES IN WHICH THEY ARE LOCATED FOR INSPECTION AND
COPYING AS PROVIDED UNDER THE IDAHO RULES OF CIVIL
PROCEDURE. (Le., Hawley Troxell doesn't get to
determine which documents we copy).
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79.

REED WANTS DOCUMENTS SEGREGATED. THE DEFENDANTS
KNOW WHAT HAS TRANSPIRED AND WHERE THE MONEY
HAS GONE, REED DOESN'T. AlA, CROPUSA, JOHN
TAYLOR, JOLEE DUCLOS AND OTHERS KNOW THE
DOCUMENTS THAT SUPPORT LABOR, SERVICES, FUNDS,
ETC. THAT HAVE BEEN ADVANCED OR UTILIZED BY
CROPUSA. SEGREGATE THESE DOCUMENTS. FULL ACCESS
TO ALL DOCUMENTS (EVEN IF FULL ACCESS GIVEN)
WOULD NOT PERMIT REED TO IDENTIFY ALL IMPROPER
TRANSACTIONS.
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Roderick C. Bond
From:

Gary Babbitt [GDB@hteh.com]

Sent:

Friday, February 22,20082:28 PM

To:

Roderick C. Bond

Cc:

Michael McNichols; Gatziolis, James J.; David A. Gittins; jhalley@Clarkandfeeney.com; John Ashby

Subject: Meet and Confer on Depositions
Rod, I have concerns over the lengthy list of deponents for April that you mailed out to counsel. Consequently, I
would like to talk to you before you send out deposition notices ,and we have to file motions. I will be in my
office monday. Thanks, Gary
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Roderick C. Bond
From:

Roderick C. Bond

Sent:

Tuesday, February 19, 2008 11 :14 AM

To:

Jon

Cc:

rjt@lewistondsl.com; Jack R. Little; Ned A. Cannon

Subject: Taylor v. AlA Services, et al.
Hi Jon:
I have emailed you and left several phone messages and I have not received a single response from you. Could
you please let me know what the status is on the discovery to Connie Taylor? We spent a great deal of time
going over a vast number of the discovery requests on the day of your protective order hearing and you indicated
that you understood what my client wanted.
I wo,~ remind you of the duties your client owes as a director of the corporations to produce documents and
take( such actions as are necessary by the board to produce documents.
If you are not willing to produce responsive documents, please provide dates to schedule a long discovery
conference so that my client can file a motion to compel. I would note that I have given you over a month to
revise responses and produce documents, yet I have not received a single document. Please advise. Thanks.
Rod
By: Roderick C. Bond
Smith, Cannon & Bond PLLC
508 Eighth S1.
Lewiston, 10 83501
Tel: (208) 743-9428
Fax: (208) 746-8421
rod@scblegal.com
This email and any attachments may contain confidential and/or legally privileged information, which only the
authorized recipient may receive and/or view. If you are not an intended recipient, please promptly delete this
message and contact the sender at the above address. Thank you.
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NED A. CANNON, ISB No. 2331
SMITH, CANNON & BOND PLLC
508 Eighth Street
Lewiston, Idaho 83501
Telephone: (208) 743-9428
Fax: (208) 746-8421
MICHAEL S. BISSELL, ISB No. 5762
CAMPBELL, BISSELL & KIRBY PLLC
7 South Howard Street, Suite 416
Spokane, W A 99201
Tel: (509) 455-7100
Fax: (509) 455-7111
Attorneys for Plaintiff Reed 1. Taylor

IN THE DISTRICT COURT OF THE SECOND JUDICIAL DISTRICT OF THE
STATE OF IDAHO, IN AND FOR THE COUNTY OF NEZ PERCE
REED J. TAYLOR, a single person,
Plaintiff,
v.

AlA SERVICES CORPORATION, an Idaho
corporation; AlA INSURANCE, INC., an Idaho
corporation; R. JOHN TAYLOR and CONNIE
TAYLOR, individually and the community
property comprised thereof; BRYAN
FREEMAN, a single person; JOLEE DUCLOS,
a single person; CROP USA INSURANCE
AGENCY, INC., an Idaho Corporation; and
JAMES BECK and CORRINE BECK,
individually and the community property
comprised thereof;

Case No.: CV-07-00208
PLAINTIFF REED TAYLOR'S (1)
REPLY IN SUPPORT OF MOTION
TO COMPEL; (2) REPLY IN
SUPPORT OF SEQUENCING
HEARINGS; (3) MOTION TO
DISMISS AlA SERVICES 401(k)
PLAN FROM THIS ACTION AND
REQUEST FOR HEARING; AND (4),
RESPONSE TO AIA SERVICES
401(k) PLAN'S MOTION TO STRIKE
PORTIONS OF AFFIDAVIT OF PAUL
PEDERSON AND JOINDERS
THERETO

Defendants.
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I. INTRODUCTION
Despite the passage of over two years, Defendants have failed to produce significant
quantities of documents, email and electronic files. The Court should enter orders compelling
Defendants to comply with discovery and produce responsive documents, email and electronic
files. The Defendants' argument that discovery should be limited because the alleged "illegality"
issue is straightforward and could end the entire case is incorrect, as even if the "illegality"
defense had merit this case would not end and many issues and claims would remain in this
action, along with new issues and claims. Moreover, the fact that a motion is pending, even if
dispositive if granted, does not justify limiting discovery.
The Court should strike and/or exclude the Affidavits of Kenneth Hooper and Drew Voth
and deny the Plan and Defendants' Motion to Strike portions of the Affidavit of Paul Pederson.
Connie Taylor and James Beck have not complied with discovery, failed to timely name Mr.
Hooper as an expert, and have completely and intentionally refused to respond to Reed Taylor's
discovery requests regarding experts.

With regard to Mr. Voth, Reed Taylor has not been

provided any discovery related to him or his opinions, nor has he had an opportunity to depose
him.
Finally, the Plan should be dismissed from this action for failure to state a claim. The
Plan has no claims against any party, and no party has any claims against the Plan. Accordingly,
not only should it be dismissed from this action, but it has no standing to bring its Motion to
Strike the Affidavit of Paul Pederson.
III
III
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1. LEGAL AUTHORITY AND ARGUMENT

In addition to the legal authority cited below, Reed Taylor incorporates by reference into
every section below all of the legal authority set forth in Reed Taylor's Motions to Compel filed
on February 11,2009, and February 19,2009.
A.

Reed Taylor's Reply in Support of Motion to Compel
1. The Court Should Vacate Its Prior Order Limiting and Staying

Discovery.
A protective order may only be entered after "good cause is shown." See LR.C.P. 26(c).
Here, the Court's Order limiting and staying discovery is prejudicing Reed Taylor and his ability
to fully and fairly prosecute his claims and prepare and present his defenses in this action.
Defendants and the Plan have failed to show good cause why discovery should continue to be
limited and stayed. Moreover, this matter has been pending for over two years with no trial date,
and delaying discovery will only cause further delay.
For all of the reasons set forth below and in previous filings with this Court, discovery
has not proceeded diligently or fairly in this matter to the prejudice of Reed Taylor.

The

Defendants are enjoying a significant tactical advantage from the current stay by preventing
Reed Taylor from ascertaining the truth and the evidence necessary to present his claims and
defenses. As such, the Court should vacate its order staying and limiting discovery.!
III
III
III

1 Reed Taylor has requests for production and interrogatories that need to be propounded upon the Defendants and
Plan for which he has been unable to finalize or serve because of the Court imposed stay and limitation of discovery.
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2. The Court Should Order Defendants to Produce All Analysis, Valuations,
and/or Appraisals Conducted for Any Asset, Business, Shares, or Entire
Company of AlA Services or Any of Its Subsidiaries.

The parties agree that I.C. § 30-1-6 is the applicable code section to the redemption of
Reed Taylor's shares in 1995. However, before reviewing and applying the alternative standards
set forth in I.C. § 30-1-6, the definitions of the terms used in I.e. § 30-1-6 must be ascertained by
reviewing LC. § 30-1-2 (1995).
"CAPITAL SURPLUS" is defined as "the entire SURPLUS of a corporation other than
its earned surplus." See I.C. § 30-1-2(m) (emphasis added).
"EARNED SURPLUS" means "the portion of the SURPLUS . ... " See I.C. § 30-1-2(1)
(emphasis added).
"SURPLUS" is defined as "the excess of the NET ASSETS of a corporation over its
stated capita1." See I.C. § 30-1-2(k) (emphasis added).
"NET ASSETS" is defined as "the amount by which the TOTAL ASSETS of a
corporation exceed the TOTAL DEBTS of the corporation."

See I.C. § 30-1-2(i) (emphasis

added). The pertinent parts ofLe. § 30-1-6 (1995) state:
30-1-6 Right of a corporation to acquire and dispose of its own shares.
A corporation shall have the right to purchase, take, receive or otherwise acquire, hold,
own, pledge, transfer or otherwise dispose of its own shares, but purchases of its own
shares, whether direct or indirect, shall be made only to the extent of unreserved and
umestricted earned surplus available therefor, and, if the articles of incorporation so
permit or with the affirmative vote of the holders of a majority of all shares entitled to
vote thereon, to the extent of umeserved and umestricted capital surplus available
therefor.
To the extent that earned surplus OR capital surplus is used as the measure of the
corporation's right to purchase its own shares, such surplus shall be restricted so long as
such shares are held as treasury shares, and upon the disposition or cancellation of any
such shares the restriction shall be removed pro tanto.
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... No purchase of or payment for its own shares shall be made at a time when the
corporation is insolvent or when such purchase or payment would make it insolvent.

I.e. § 30-1-6 (1995). Thus, when ascertaining the financial condition of a corporation to redeem
its own shares, a corporation may rely upon one or more of the following measures:
(1) Earned Surplus (as stated in line 4 of the first paragraph);

(2) Earned Surplus and Capital Surplus (as stated in lines 4-6 of the first paragraph)
(3) Capital Surplus (line 1 of the second paragraph makes it clear that earned surplus OR
capital surplus may be used); or
(4) Insolvency (the insolvency test appears to be the catch-all or provide other means of
valuations, i.e., fair market value of assets over debts).
Notably, there is no requirement that book value be used for the foregoing determinations
(as Defendants appear to argue). Indeed, the common law rule as set forth in LaVoy Supply Co.
v. Young, 84 Idaho 120, 125,369 P.2d 45 (1962), is that the fair market value of a corporation's
assets over its debts is applicable to a stock redemption. Significantly, the fair market value of
the net assets of the corporation as a basis for authorizing a corporation to redeem shares is
supported by the fact that the common denominator in the definition of "earned surplus" and
"capital surplus" is "surplus," which, by definition, includes the net value of all of the
corporation's assets at fair valuation.
The Idaho Legislature's departure from the strict reliance on "earned surplus" only/ and
using other valuation methods, is consistent with American Jurisprudence and other treatises:
Significantly, in 1997 (1 Y:z years after the redemption of Reed Taylor's shares), the Idaho Legislature clarified
Idaho law even further by removing the confusing "Earned Surplus" and "Capital Surplus" standards when it
adopted I.C § 30-1-640, which not longer relies upon and "Surplus" test and instead relies upon insolvency and net
value of the fair market value of a corporation's assets.

2
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Directors have reasonable latitude to depart from the balance sheet to calculate surplus,
for the purpose of determining whether the corporation can redeem shares, so long as
they evaluate assets and liabilities in good faith, on the basis of acceptable data, by
methods that they reasonably believe reflect present values ...
See 18B Am.Jur.2d Corporations § 1777 (2008) (internal citation omitted) (emphasis added); 19

C.J.S. Corporations § 664 (2008).
Balance sheets are not conclusive indicators of surplus or the lack thereof, for the purpose
of determining compliance with the requirement that a corporation may redeem its shares
only out of surplus or as expressly authorized by statute. This is because unrealized
appreciation and depreciation can render book numbers inaccurate; regardless of what a
balance sheet that has not been updated may show, an through unrealized, appreciation
reflects real economic value that the corporation may borrow against or that creditors
may claim or levy upon. Accordingly, corporate directors have reasonable latitude to
depart from the balance sheet to calculate surplus ... so long as they evaluate assets and
liabilities in good faith ...
19 C.J.S. Corporations § 664 (2008) (internal citation omitted) (emphasis added) .
. ,. the existence or nonexistence of an adequate surplus that the corporation has to apply
to the purchase of its own shares is not determined solely on the corporation's financial
statement, but rather the authorities have suggested that actual values, not book values,
are determinative of the existence of surplus.
A statutory restriction that if the purchase was for cash or property made only to the
extent of unreserved or unrestricted earned surplus did not prohibit a corporation from
purchasing its own shares on credit ... 3
The relevant time to evaluate whether a corporation's capital has been impaired is the
time when the challenged obligation was entered into ...
. .. the board of directors may base a determination that a distribution is not so prohibited
either on financial statements prepared on the basis of accounting practices and principals
that are reasonable in the circumstances, or on a fair valuation or other method that is
reasonable in the circumstances.
6A Fletcher Cyc. Corp. § 2849 (2008) (internal citations omitted) (emphasis added).
III
This provides yet another independent basis to deny all of the Defendants and Plan's Motions for Partial Summary
Judgment without reaching the issue of surplus or any other valuation of assets.

3
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Therefore, contrary to the assertions made by the Defendants and the Plan, they must
produce all appraisals, valuations and other analyses of the fair value of AlA Services' assets.
Indeed, the value of those assets strikes at the very heart of the Defendants' and the Plan's
alleged "illegality" arguments. The appraisals and valuations directly pertain to the pending
motions filed by Defendants and the Plan, and without them Reed Taylor cannot fully respond.
Interestingly, although requested over one year ago, on March 5,2009, AlA Services and
AlA Insurance finally produced appraisals conducted in 1995 and 1996 which valued a minority
interest in AlA Services (after considering the over $7 Million owed to Reed Taylor) at over $2
Million4 and $4 Million,s respectively (meaning that after Reed Taylor's redemption, John
Taylor's majority ownership interest was even more valuable). Moreover, on March 11, 2009,
AlA Services produced two additional appraisals which, respectively, valued AlA Services'
commons shares at over $8 Million for a minority interest at year-end 1994 (in other words,
Reed Taylor's majority interest was worth significantly more),6 and valued the entire company at
over $19 Million on October 14, 1994.7
The four appraisals discussed above had never been previously produced by AlA
Services, AlA Insurance or CropUSA. These appraisals demonstrate the need for an order to
compel and the continuation of full discovery.
See Affidavit of Michael Bissell dated March 12,2009, Ex. A (valuing the common shares at a discounted
minority interest value resulted in them being worth over $2 Million after considering the company's obligations to
Reed Taylor).
5 See Affidavit of Michael Bissell dated March 12,2009, Ex. B (valuing the common shares at a discounted minority
interest value resulted in them being worth over $4 Million after considering the company's obligations to Reed
Taylor).
6 See Affidavit of Michael Bissell dated March 12, 2009, Ex. C. This valuation report was received issued to AlA
Services on October 24, 1995-approximately three months after the redemption of Reed Taylor's shares and relied
upon the June 1, 1995 Private Placement Memorandum attached to the Affidavit of Reed Taylor dated May 9, 2008,
and other documents attached to this affidavit. This report, like the others, fell squarely within the information
requested for over 1Yz years ago from AlA Services and only produced within the past seven days.
7 See Affidavit of Michael Bissell dated March 12,2009, Ex. D.
4
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3. Reed Taylor Needs Access to Rebuild AlA Services' Earned Surplus and
Capital Surplus and Any Delays Are the Defendants' Fault.

Defendants argue that the redemption of Reed Taylor's shares was illegal and that
sufficient surplus was not available. Prior to February 12, 2009, the Defendants had not named
any expert witnesses who would provide testimony and they did not even allege the proper
statute as a defense or counterclaim, i.e., I.C. § 30-1-6, despite being notified by Reed Taylor's
counsel. In fact, Reed Taylor specifically advised Defendants that they were relying upon the
wrong code section when he filed and served his Preliminary Response in Opposition to Connie
Taylor and James Beck's Motion for Partial Summary Judgment on July 17, 2008:
Although Connie and Becks' Motion lacks merit under any theory, their Motion must be
denied because they relied upon the wrong Idaho Code Section in their Motion.
In 1995, I.C. § 30-1-6 was the applicable law pertaining to stock redemptions. Connie
and Becks erroneously rely upon I. C. § 30-1-46. Even if Connie and Becks' Motion had
merit, it fails as a matter of law.
See Reed Taylor's Preliminary Response in Opposition to Connie Taylor and James Beck's

Motion for Partial Summary Judgment dated July 17, 2008, p. 7 (emphasis added). Even though
Reed Taylor specifically advised the Defendants that they were relying upon the wrong Idaho
Code, they proceeded to never amend their answers or counterclaims and never disclosed any
expert witnesses. Reed Taylor is under no obligation to prepare for a defense that is not asserted.
4. Reed Taylor Needs to Further Review All Books and Records To Ensure
that No Creditors Who Were Owed Obligations on July 22, 1995, Are
Still Creditors Today.

The definition of "insolvent" under I.C. § 30-1-2 is the "inability of a corporation to pay
its debts as they become due."

See I.C. § 30-1-2(n) (1995).

The foregoing definition of

"insolvent" applies in part to the redemption of Reed Taylor'S shares under I.C. § 30-1-6.
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Here, the Defendants have never produced a complete break-down of all items listed on
AlA Services' Consolidated Financial Statements. In fact, AlA Services and AlA Insurance
have sporadically produced certain quarterly financial statements, even though Mike McNichols
specifically advised Reed Taylor's counsel, Mike Bissell, that at one time the corporations
drafted monthly financial statements. 8

For over 1Y2 years, Reed Taylor has requested all

financial statements be produced, along with all supporting documents. They have never been
produced and have never been timely supplemented and updated.
5. Reed Taylor Needs to Depose Various Individuals and Entities.

As set forth in the Affidavits of Roderick Bond dated February 11,2009, and February 19,2009,
there are a number of individuals and entities who need to be depose or upon which records
custodian depositions need to be taken. The individuals and entities named in Mr. Bond's
Affidavits do not include the others necessary to prepare Reed Taylor's case for trial for all
claims.

There are other individuals and entities that need to be deposed who may have

discoverable information or may lead to more discovery information pertaining to the alleged
"illegality" defense and Reed Taylor's claims.

Many of the witnesses in the action have

knowledge of all issues. Thus, discovery should not be stayed or limited.
6. Reed Taylor Should Be Permitted to Propound Discovery to the Plan and
Depose the Plan's Trustee and Witnesses.

Because of the Court's stay and limitation on discovery in this action, Reed Taylor has
not been permitted to propound discovery on the Plan, depose the Plan's trustee regarding the
Plan's claims or defenses, depose the Plan's former trustee regarding the Plan's claims or
defenses, or depose the Plan's expert witness Drew Voth or propound discovery upon him. This
8

See Affidavit of Michael Bissell dated March 12,2009, Ex. E, p. 1.
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has prejudiced Reed Taylor and his ability to respond to the Plan's intervention and pending
motions filed with the Court.

In order to eliminate that prejudice Reed Taylor should be

permitted to conduct discovery.9
7. Reed Taylor Has a Right to Review All Documents Relating in Any Way
to the Redemption of His Shares, Whether or Not Such Documents Are
Privileged.

A director's right to review corporate records is well settled. See e.g., 18A Am. Jur.2d
Corporations § 325 (2008). The right to inspect all books and records is even more significant
when the party asserting the right is both a shareholder and director or when the information
sought involves ascertaining the value of shares. Id. Reed Taylor was the Chairman of the
Board, CEO, and majority shareholder of AlA Services from its incorporation until July 22,
1995, and he is entitled to inspect and review all books and records for that period, including
privileged information to ascertain the value of his shares in 1995 other legal issues.
8. The Court's Order Limiting Discovery Upon AlA Services Auditors and
Accountants Should Be Revised To Include All Privileged Documents and
Information from 1986 through 1996.

When an auditor's report is used to support a motion, the party submitting the report
waives the accountant/auditor privilege. See In re OM Group Securities Litigation, 226 F.R.D.
579,593,26 A.L.R. 6th 811 (N.D. Ohio 2005) (although in the waiver of privilege was applied to
an auditor hired by an attorney, the same principal holds true in Taylor v. AlA Services, et a1.
because the audited financial statements and auditor's report have been relied upon by the
Defendants and the experts in this action).
III
This issue may be moot, however, because the Plan should be dismissed from this action pursuant to LR.C.P.
12(b)(6), as moved by Reed Taylor below.

9
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Therefore, for the reasons stated above and as stated in other sections herein, Reed Taylor
should be entitled to review and inspect all privileged and non-privileged information that
pertains in any way to the financial statements, auditor reports, audits, financial status of AlA
Services or its subsidiaries, advice received from accountants and auditors, work papers from
accountant and auditors, and all other information. AIA Services and AlA Insurance may not
assert privilege as a shield and a sword for purposes of any claim or defense. The Court should
order all of these documents produced. 10
9. To the Extent Kenneth Hooper and Drew Voth Are Permitted to Testify,
Reed Taylor Should Be Permitted to Conduct Discovery and He Should
Be Provided With Copies of All Information, Communications, and
Documents Provided to the Experts or Relied Upon by the Experts.

A party has a right to propound discovery regarding experts and their opinions, depose
experts and ascertain the documents and data upon which an expert's testimony is based. See
LR.C.P.26(b)(4).
Here, Reed Taylor has not been afforded the opportunity to conduct any discovery
pertaining to Kenneth Hooper and Drew V oth, and neither of these experts was disclosed to Reed
Taylor until their expert witness affidavits were filed on February 12, 2009, despite the fact that
they both had been retained before February 12, 2009. The Court should order discovery to
proceed as it pertains to these experts and order them to attend depositions.
10. The Court Should Order All Requested Email Produced.

Despite discovery requests, the Defendants have only produced certain email pertaining
to John Taylor, JoLee Duclos and Bryan Freemen and only through the date the email was

10 For these same reasons, the Court should permit Reed Taylor to serve out-of-state subpoenas upon the auditors
and accountants for AlA Services for the years from the date of incorporation through 1997 (and any other years that
the audited financial statements are asserted as a sword by the Defendants).
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copied electronically in 1997. The emails for these individuals has not been supplemented or
updated since this time. Moreover, emails from other employees and officers have not been
produced. Such email is particularly important for not only Reed Taylor's claims, but also his
attempt to trace funds and assets, the accounting treatment of items, allocation of expenses,
preparation of financial statements, and other issues pertaining to the "illegality" defense and
other issues.

The Defendants fraud and malfeasance involving CropUSA is at issue for Reed

Taylor's claims and his defense against the "illegality" argument.
Thus, the should Court to order the production of all email from all parties, so that the
time expended reviewing the email can address issues presently pending with the Court and in
preparation for triaL
11. The Court Should Order All Electronic Files Produced.

Reed Taylor has requested that all electronic files be produced relevant to any discovery
requests in this action. Such files include PDF files, Excel Spreadsheets, Word documents and
any other electronic file.

Reed Taylor's definition of "documents" specifically includes all

electronic files, including, without limitation, the files listed above. The Defendants have not
produced a single electronic file, other than the email and any attachments to emails previously
produced. For example, AlA Services creates a year-end spreadsheet that sets forth the various
accounts and which employee is assigned such account.

This spreadsheet also specifically

identifies Excel Spreadsheets created for each account.ll
The significance of obtaining documents in electronic and paper form cannot be
overemphasized. Electronic files provide important information as to the person who drafted,
See Affidavit of Michael Bissell dated February 26, 2009, Ex. 75. This exhibit also illustrates some of the
accounting personal which need to be deposed who may have information pertaining to all issues in this case for
2004.
II
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edited and accessed the file, along with other pertinent information. The Court should order
these electronic files produced.
12. The Court Should Order All Email and Electronic Files Stored on John
Taylor's Computer Produced.
John Taylor's computer contains electronic documents and email that was auto archived
(i.e., email was saved that could have been deleted on the server). The auto archived email held
on John Taylor's computer may include email and documents previously deleted from AlA's
email server.
13. Richard Riley and Other Attorneys for AlA Services' Attorneys Who
Drafted and Negotiated the Terms of Reed Taylor's Redemption and
Provided An Opinion Letter to Reed Taylor Have Waived AttorneyClient Privilege.
Privilege cannot be used as a shield and a sword and defendants are required to produce
all documents surrounding the issuance of an opinion letter. See V Mane Fils SA., v.
International Flavors and Fragrances, Inc., 249 F.R.D. 152, 155 (D. Ct. N.J. 2008); Harding v.
Dana Transport, Inc., 914 F.Supp. 1084, 1096 (D. Ct. N.J. 1996).
No protective order may be issued for Richard Riley or other attorneys at Eberle Berlin
who worked on the redemption of Reed Taylor's shares. These attorneys cannot hide behind the
shield of privilege in order to never be questioned regarding the significant representations in
their opinion letter dated August 15, 1995. Moreover, Richard Riley attended many board
meetings and drafted corporate resolutions relating to the redemption of Reed Taylor's shares,
many of which were attended by outsiders who were not even directors or employees of the
corporation. These issues are also relevant to Richard Riley's opinion letter because he
represented, through Eberle Berlin, that all consents and approvals had been obtained and that
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Reed Taylor's redemption was a legal transaction that did not violate any laws.
Thus, Mr. Riley and the other attorneys involved in the representation of AlA Services
for the redemption of Reed Taylor's shares and the issuance of the opinion letter are squarely
within the discovery rules. Moreover, it is possible that one or more of these attorneys has
information or explanations for issues where the answers cannot be found elsewhere. The Court
should permit Reed Taylor to conduct discovery.
14. Reed Taylor Needs to Depose Richard Riley and Mickey Turnbowe.

For the same reasons set forth above, Reed Taylor is entitled to depose Ri¥hard Riley and
Mickey Turnbowe (and any other attorneys who worked for Eberle Berlin and were involved in
the transaction).

This issue should be addressed by the Court because counsel for Hawley

Troxell has already indicated that they will seek a protective order regarding Mr. Riley's
deposition. The same issue will apply to Mickey Turnbowe and his deposition, as does any other
attorneys. Again, the representations made in the redemption agreements and opinion letter to
Reed Taylor were significant and he is entitled to conduct discovery.
15. As the Former CEO and Chairman of AlA Services, Reed Taylor Should
Be Permitted Access to All Privileged Documents and Evidence from
1990 Through 2000 for AlA Services and Its Subsidiaries.

When a director finds himself in an adversary situation with a corporation in which they
formerly held a common interest, the attorney-client privilege may not be asserted for any legal
advice or documents for the relevant time period.

Oppenheim Jr. & Oe. S.CA., WL 497373

See Mewmarkets Partners, LLC v. Sal.

* 7-8 (2009).

Thus, Reed Taylor is entitled to review

all privileged documents and information during the time periods that he served on the board of
AlA Services and any of its subsidiaries. The Court should order privileged documents produced
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through 2000, when Reed Taylor was no longer appointed to the Board as required. 12
16. The Defendants Should Be Ordered To Submit Privilege Logs.

Although a party has a right to claim privilege, when a party asserts privilege the party:
shall make the claim expressly and shall describe the nature of the documents,
communications or things not produced or disclosed in a manner that, without revealing
information itself privileged or protected, will enable other parties to assess the
applicability of the privilege or protection.

See LR.C.P. 26(b)(5)(B) (emphasis added).
Here, the Defendants have failed to submit any privilege logs. These privilege logs have
become even more important as they pertain to documents from 1993 through 1996, as such
information may pertain to the redemption of Reed Taylor's shares. Indeed, the Court previously
ordered the Defendants to produce privilege logs of all emails and submit the log to the Court.
The Defendants have failed to produce the privilege logs as ordered by the Court and have failed
to file privilege logs with the Court as ordered.
The Court should also order the Defendants to provide the following information in their
respective privilege logs:
(1) The type of privilege being asserted, i.e., spousal privilege, accountant
privilege, joint defense privilege (applicable only to David Risley's two
clients, Hawley Troxell's three clients, David Gittins' two clients, Mike
McNichols' three clients when he represented all three), or attorney-client
privilege, etc.
(2) The date(s) of the document, communication, email, or correspondence;
(3) The names of the persons or party(s) to which the document, communication,
email, or correspondence was addressed, sent, carbon copied or received;

12 It is peculiar that the Defendants ceased appointing Reed Taylor to the Board of AlA Services around the same
time period that CropUSA was illegally spun off from AlA and millions of dollars of assets, trade secrets and
employee use were unlawfully transfer to CropUSA.
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(4) A general description of the
correspondence;

document,

communication,

email, or

(5) The parties to the document, communication, email, or correspondence;
(6) To the extent that other documents or electronic files are attached to any
communications, document, email or correspondence, then the party should be
ordered to describe such documents or electronic files as well; and
(7) To the extent that the communication is oral or in person, the persons present.
The above information is necessary for Reed Taylor and the Court to determine what information
is privileged and to the extent that certain information may or may not be protected by any
applicable privileges.

It is important that the privilege logs be produced, including, without

limitation, all email communications between counsel for the Defendants and Plan.
17. The Court Should Order the Applicable Individual Defendants Equally
Responsible for Producing Documents, Email and Electronic Files In the
Possession of AlA Services or AlA Insurance.
Courts have consistently held that ownership or posseSSIOn of documents IS not a
condition required to compel a party to produce documents:
A party need not have actual possession of documents to be required to produce them
under Rule 34, nor is legal ownership the determining factor. If the responding party has
the legal right to control the requested documents, including the right to obtain them on
demand, that party must produce them, even if they are located beyond the jurisdiction of
the court. In other words, the responding party cannot furnish only information within
his or her immediate knowledge or possession; a party has an obligation to conduct a
reasonable inquiry into the factual basis of its responses to discovery, and, based on that
inquire, a party responding to a production request is under an affirmative duty to seek
that information reasonably available to it from its employees, agents or others subject to
its control. Control may be established by the existence of a principal-agent relationship
or pursuant to a contract provision.
lOA Fed. Proc., L. Ed., § 26:624 (2008) (internal foot notes omitted)(emphasis added). This well
established rule has been applied in numerous cases pertaining to businesses. In Haseotes v.

Abacab Intern. Computers, Inc., 120 F.R.D. 12 (D.Mass.1988), the Court discussed possession,
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custody and control:
The plaintiff is correct, however, in noting that a defendant must produce requested
documents that are in that defendant's 'possession, custody or control.' Legal ownership
is not the determining factor. Under this rule, a party has 'control' over a document if
that party has a legal right to obtain those documents. Thus, the individual defendants,
as officers, directors, and shareholders of Abacab Ltd. and Abacab Inc., can be required
to produce documents that are in the possession of the corporations.
Haseotes, 120 F.R.D. at 14 (internal citations omitted) (emphasis added). Moreover, the court
noted that "the plaintiff is not interested in obtaining separate responses from each individual
defendant." Id. at 14. The court granted the plaintiffs motion to compel requiring the defendants
to coordinate and produce at least one copy of each document requested. Id.
Over a century ago, the U. S. Supreme Court in Nelson v. United States, 201 U.S. 92, 50

L. Ed 673, 26 S.Ct. 358 (1906), also colorfully addressed this issue. Affirming a judgment of
contempt that was entered against the director and general manager of a corporation for his
refusal to obey a court order requiring him to produce certain corporate books and records, the
Supreme Court found "untenable" the position that the director did not have possession of the
corporate documents and stated:
This contention is untenable .. .It is hardly necessary to observe that the witnesses had all
the possession human beings could have had or can have, and if the objection is to
prevail, the books of a corporation can be withdrawn from the reach of compulsory
process.
It is as useless as attempting to demonstrate that twice two make four, to say that a

corporation can have possession of nothing except by the human beings who are its
officers ...
Nelson, 201 U.S. at 115 (emphasis added).
John Taylor, Connie Taylor, and James Beck are all purported directors of AlA Services
and AlA Insurance. John Taylor is the purported President and CEO of AlA Services and AlA
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Insurance. John Taylor is the CEO and Chairman of the Board of Crop USA. JoLee Duclos is
the purported Secretary of AIA Services, AlA Insurance and Crop USA, and a director of
CropUSA. Bryan Freeman is the purported Vice-President of AlA Insurance and in charge of all
computer systems at AlA Services, AlA Insurance and Crop USA, including those systems
containing the corporations' emails and electronic files. All of these individuals have custody
and control of AlA Insurance, AlA Services and Crop USA's documents, email and electronic
files. All of these individuals must ensure the responsive documents, email, and electronic files
are produced to Reed.
The individual Defendants should not be permitted to escape their obligations to ensure
AlA Services, AlA Insurance and CropUSA comply with discovery requests and orders. After
almost two years of discovery disputes and no end in sight, the individual Defendants should be
ordered to comply with the discovery requests for the corporations in which they hold positions
as officers and/or directors.
18. Although Reed Taylor Has Requested Information and Documents Prior
to 1995, His Discovery Requests Need To Be Modified to Include Pre1995 Information.

Reed Taylor requests that the Court order discovery requests already pending to be
responded to for the period of time from when AlA Services was incorporated through the
present time, as this information relates to the redemption of Reed Taylor's shares, accounting
information, appraisals and valuations conducted for AlA Services and any of its subsidiaries, all
other information pertaining to ascertaining AlA Services financial condition, calculating earned
surplus or capital surplus, and any information relating in way to financial condition of AlA or
defense being asserted by the Defendants. This information should be ordered produced.
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19. Communications Between Any of the Defendants or Any of Their Agents
or Representatives Are Not Privileged When A Lawyer Is Not Present.
Generally, communications between an attorney and his counsel are privileged:
but not including communications solely among clients or their representatives when no
lawyer is a party to the communication.

See LR.C. 502(b) (emphasis added). The legal principal that each client must have its own
attorney for joint defense privilege and that the joint defense privilege only applies when counsel
is present has also been adopted by Idaho:
IRE 502(b)(3) is intended to provide that when clients who share a common interest in a
legal matter are represented by different lawyers they can communicate with each other
in an effort to develop a joint strategy or otherwise advance their interests, and their
communications in that endeavor will be privileged; that each client involved has a
privilege for all such communications; and that this privilege will survive a later fallingout among the parties. The privilege does not, however, extend to communications solely
between the clients or their representatives when no lawyer is present.
LR.E. 502, Comment * (emphasis added).
Thus, all emails, communications, correspondence and other information is discoverable
and should be produced to Reed Taylor.

The information discoverable includes all board

meetings, all emails and correspondence between any of the parties or their employees with
others when an attorney in this action is not present.

The Court should order all of these

communications produced and order the parties testifying at depositions to not assert the joint
defense privilege for communications or action taken when attorneys are not present.
would still apply even if the Defendants' joint defense was proper in the first place.

III
III
III
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20. Even if There Was a Joint Defense Privilege, the Defendants Must Prove
That the Statements or Information Was to Further the Joint Defense.
A party asserting the joint defense privilege must establish that:
(1) the communications were made in the course of a joint defense effort, (2) the

statements were designed to further the effort, and (3) the privilege has not been waived.

See Securities Investor Protection Corp. v. Stratton Oakmont, Inc. 213 B.R. 433, 436 (Bkrtcy.
SD.N.Y. 1997) (internal citations omitted) (emphasis added).
Here, Defendants freely and without hesitation assert the "joint defense" doctrine as a
privilege in depositions and as a response to discovery requests. However, they may not do so
unless they establish that their communications or information comply with the three-part test set
forth above. The Court should compel the Defendants to establish the communications were
exclusively for the asserted joint defense effort. To this end, Reed Taylor also requests that the
Court compel Defendants to produce a privilege log which identifies the parties present to all
privileged communications, email and information pertaining to the "joint defense" and that the
Defendants comply with the three-part test set forth above when asserting such privilege.
21. Only Certain Accounting Notebooks for Year-End Closing Have Been
Produced and None Have Been Produced for Other Quarters.
The Defendants have produced year-end accounting notebooks for certain years. These
notebooks have not been provided for other years, specifically for 2007 or 2008 and years that
pre-date 1995. In addition, little to no quarter-end accounting information and spreadsheets has
been produced by Defendants for other quarters. These documents are relevant to many aspects
of this action, including the alleged "illegality" defense.
III
III
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22. Contrary to the Defendants Assertions, Reed Taylor and His Counsel
Have Never Been Provided Full Access to All Documents at AlA.
Reed Taylor and his counsel have never been provided full and complete access to all
documents relating to accounting and financial statements at AlA.

Like other arguments,

Defendants seek to misconstrue the evidence and emails between the parties. In fact, the last
time Reed Taylor's counsel was at AlA's offices, he was prohibited from reviewing certain
accounting binders and information and was advised other documents were locked in JoLee
Duclos' office and could only be produced by herY
23. Documents and Cumulative Spreadsheets or Documents Should Be
Produced In the Manner In Which They Are Stored At the Corporations.
As provided in LR.C.P. 26, Reed Taylor should be permitted to review, inspect and then
select for copying all documents produced. Documents should not be mixed up or unilaterally
selected by the Defendants' counsel for productions.

Moreover, spreadsheets and other

documents that provide cumulative totals and break -downs of expenses and receipts should also
be produced and produced as they are kept at the corporations.
24. The Court Should Enter an Order Requiring All Parties to Fully
Complete and Respond to All Discovery or Face Sanctions.
In order to move this case along and encourage the parties to comply with discovery
requests, the Court should enter an order requiring all Defendants, Plaintiff and the Plan to fully
respond to all discovery requests and provide privilege logs within three weeks of the Court's
order or face sanctions. This order should apply equally to all parties in this action. 14

See Affidavit of Roderick Bond dated March 12,2009, p. 2, ~ 4.
Reed Taylor acknowledges that if the stay and limitation to discovery is vacated he owes the Defendants
discovery responses and supplemental responses as well. Even though Reed Taylor's discovery responses rely
virtually entirely on information obtained from the Defendants, he will also gladly comply with the Court's order
13

14
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25. The Court Should Order All Parties to Update and Supplement
Discovery at Least Monthly and Weekly As This Matter Approaches
Trial.

The Court should include in its general order compelling all parties to comply fully with
discovery the obligation that all discovery is updated and supplemented monthly and weekly for
the six week time period before trial, i.e., emails and accounting information. Without such an
order the Defendants will never update or supplement discovery timely, as they have already
demonstrated.
26. The Court Should Appoint a Discovery Master.

This action has been pending for over two years and extensive discovery disputes remain
unresolved. Moreover, the Court has a significant number of motions pending. As such, Reed
Taylor requests that the Court appoint a discovery master with the powers to compel discovery,
order sanctions and take such other action as is necessary as provided by I.R.C.P. 53(c). Reed
Taylor proposes that the Court appoint anyone of the following individuals as discovery
master 15
a) Garry W. Jones, P.O. Box 854, Lewiston, ID 83501.
b) Phillip (Craig) Storti, P.O. Box 73, Boise, ID 83729 (a former partner
of Mr. Babbitt).
c) Phillip S. Oberrecht, P.O. Box 1271, Boise, ID 83701.
d) Michael E. Ramsden, P.O. Box 1336, Coeur d'Alene, ID 83816.

and provide the fullest and fairest responses and documents based upon the information and documents in his
possession.
15 Neither Reed Taylor, his counsel, nor any person in any of the law firms representing Reed Taylor have spoken
with any of these individuals regarding whether they would agree to serve as discovery master. Thus, the Court
would need to inquire with the individuals or permit counsel to do so.
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27. Certain Items Have Not Been Accurately Represented by the Defendants
a. The Plan Has Not Produced Any Documents Pertaining to Its
Claims or Defenses

As noted in the Affidavits of Roderick Bond date February 11,2009, February 19,2009,
and March 12, 2009/ 6 the Plan has not produced a single document pertaining to its alleged
claims or defenses.

The Plan has provided a minimal number of other documents, but these

documents are unrelated to the pending Motion for Partial Summary Judgment filed by the
Plan. I7
b. The Plan Has Not Produced Any Documents Pertaining to Its

Experts
The same holds true as set forth in the preceding section. The Plan has not produced any
documents or other information pertaining to Mr. Voth or Mr. Hooper. I8
c. Reed Taylor Has No Way of Knowing What the Expert Witnesses

Have Reviewed When The Documents Were Provided to the Experts
Prior to Being Produced to Reed Taylor
Both Mr. Hooper and Mr. Voth's Affidavits relied upon documents that were not
previously produced to Reed Taylor's counsel. While it appears that the documents may have
been later produced to Reed Taylor's counsel by AlA Services and AlA Insurance, there can be
no way to verify this because the copies provided to the expert witnesses were not Bates
stamped. Moreover, there is no way to know what other documents, explanations, work papers,
or other assistance may have been provided to these experts unless discovery is permitted.

See Affidavit of Roderick Bond dated March 12, 2009, pp. 3-4, ~ 5; Affidavit of Roderick Bond dated February
11,2009; Affidavit of Roderick Bond dated February 19, 2009.
17 See Affidavit of Roderick Bond dated March 12,2009, pp. 3-4, ~ 5. The Plan has no standing to bring a motion
for partial summary judgment because there are no claims against the Plan by any party in this action and the Plan
has no claims against any party in this action.
18 See Foot Note 16.
16
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d. Reed Taylor Is Not Deposing Parties Without Reason

As set forth in the Affidavit of Roderick Bond, Reed Taylor's counsel responded to Gary
Babbitt's inquire into the significant number of depositions by stating that a number of the
depositions could be quick and easy because the questions would be centered around when the
employees began working for both AlA and CropUSA and their knowledge regarding issues
such as allocation of expenses and lack thereof. 19
B.

The Pending Motions Should Be Sequenced to First Ascertain Whether
Defendants or the Plan Have Standing to Attack the Redemption of Reed
Taylor's Shares.

The incomplete discovery and significant discovery disputes listed above (which are not
exhaustive) further support sequencing the pending motions. For example, and as discussed
below, the Plan should be dismissed from this action. In addition, the Plan and Defendants lack
standing to attack the redemption of Reed Taylor's shares and are not intended beneficiaries of
I.C. § 30-1-6. Determination of these issues in Reed Taylor's favor would eliminate a significant
amount of discovery and the need to compute the various surpluses and means of valuing a
corporation. Thus, the Court should hear the foregoing motions before it hears the Defendants'
and the Plan's respective motions.
C.

The Plan Should Be Dismissed from this Action
1. Reed Taylor Moves to Dismiss the Plan From This Action Pursuant to
Rule 12(b)(6).

A party must have a claim upon which relief can be granted. See I.R.C.P. 12(b)(6). If a
party does not have a claim in an action, the party must be a named defendant asserting an
affirmative defense. See I.R.C.P. 12. Here, the Plan has filed an Answer to the allegations and
19

See Affidavit of Roderick Bond dated March 12,2009, p. 4, ~ 6; Ex. 2.
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claims set forth in Reed Taylor's Fifth Amended Complaint. See Plan's Answer. However, not
only has Reed Taylor not made any claims against the Plan, but the Plan has not asserted any
claims against him (unless its illegality "defense" is recharacterized as a claim). Thus, the Plan
has no standing or right to do anything in this action, which includes objecting to the Affidavit of
Paul Pederson. Accordingly, Reed Taylor moves the Court to dismiss the Plan from this action
for failure to state a claim.
2. Reed Taylor Requests that the Court Hear His Motion to Dismiss the
Plan As Soon as Possible

Pursuant to the Court's instructions, Reed Taylor requests that the Court hear his Motion
to Dismiss the Plan from this action as soon as possible. The Plan is wasting precious time and
assets of the Court and all parties when it does not have any claims asserted in this action and has
no claims asserted against it.
D.

Reed Taylor's Response and Objections in Opposition to the Plan's Motion to
Strike Portions of the Affidavit of Paul Pederson and the Joinders
1. The Plan Has No Standing To Move to Strike Mr. Pederson's Affidavit
Because It Should Be Dismissed From This Action

As set forth above, the Plan has not pled any claims against Reed Taylor or any other
party in this action. Reed Taylor and the other parties to this action have no claims against the
Plan. The Plan has no standing or right to do anything in this action. Accordingly, Reed Taylor
objects to the Plan's Motion to Strike the Affidavit of Paul Pederson and the Motion should be
stricken, along with the Joinders filed by the other Defendants. 2o
III

Reed Taylor also objects to the Plan's Motion to Strike because it was untimely and no motion to shorten time
was filed with the Motion.
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2. Even if the Plan's Motion to Strike Was Permissible, the Plan's Motion
To Strike Is Not Well Taken And Should Be Denied.

The Plan moves to strike portions of Paul Pederson's Affidavit. Reed Taylor responds to
those arguments as they are numbered in the Plan's Motion. However, due to the Plan's failure
to identify the subject testimony with greater specificity, it is difficult to respond to certain
objections.

Thus, the below responses are based on counsel's best effort at identifying the

subject testimony_
Objection No.1: Presumably the Plan's objection pertains to Mr. Pederson's statement
which infers his opinion regarding the documents necessary to adequately investigate this matter.
Clearly, such a determination is within his expertise, and is not "argument." If the objection is
to Mr. Pederson's statement that "we still have not been granted access" to the documents, that
portion could be restated as "I have not been provided . . . " However, that change would have
no effect on his ultimate opinions. Mr. Pederson later explains (e.g., in Paragraph 15) that, along
with other documents, "an exhaustive review of AlA's original entry and ledgers" is necessary in
order to determine earned surplus and solvency. Reed Taylor'S motion to compel encompasses
those documents.
Objection No.2:

Based upon the Mr. Pederson's expenence and the documents he

reviewed, the Plan's objection based on lack of foundation is without merit. The argument
seems to be directed to the weight to be given the testimony, which is not a sufficient basis to
strike.
Objection No.3: In his affidavit (paragraphs 2-7), Mr. Pederson sets forth his experience
and documents he reviewed in painstaking detail. Consequently, the subject testimony, which he
recites is based upon his "knowledge" and his "review of AlA's accounting documents," has
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adequate foundation. The remaining portion of the Plan's objection goes to the weight, and not
the admissibility, of the testimony.
Objection No.4: Same as response to Objection No.3.
Objection No.5: The Plan's argument conveniently ignores the last sentence of the
subject paragraph, which states "This issue will be further explained below." In paragraph 24 of
his affidavit he refers back to his September 8, 2008 affidavit, which supports his testimony in
the subject paragraph.
Objection No.6: The Plan's argument is so non-specific as to the challenged testimony
that Reed Taylor cannot respond to it without addressing each phrase in each referenced
paragraph. Clearly the Plan is not objecting to the entirety of every paragraph, leaving the Court
and counsel with nothing but guesswork. The Plan should be required to specify the allegedly
inadmissible testimony, and Reed Taylor should be provided an opportunity to craft a
meaningful response, prior to the Court ruling on the issue.
The same arguments asserted above in this section are also incorporated by reference into
each argument asserted below against the Defendants who filed Joinders.

III. CONCLUSION
The Court's Order staying and limiting discovery should be vacated. The Court should
enter orders compelling the Defendants to comply with outstanding discovery, produce certain
privileged documents, produce a privilege log, attend depositions, and enter a general order
compelling all parties in this action to full respond to all discovery requests within three weeks or
face sanctions. In addition, the Court should permit Reed Taylor to seek information from the
attorneys, auditors and accountants of AlA Services which is normally privileged, as AlA
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Services has waived the privilege.
The Plan should be dismissed from this action. The Plan has no claims asserted against
any party in this action and has no claims asserted against it by any party in this action. The Plan
has no standing to move to strike the Affidavit of Paul Pederson and has no legal right to make
such a motion. Finally, the Joinders by the Defendants to the Plan's improper Motion to Strike
are untimely, unspecific, and fail because the Joinders are joining a Motion that should not be
heard.
DATED: This lih day of March, 2009.
SMITH, CANNON & BOND PLLC
CAMPBELL, BISSELL & KIRBY PLLC

Bydt:;;l!

Ned A. Cannon
Michael S. Bissell
Attorneys for Plaintiff Reed J. Taylor
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CERTIFICATE OF SERVICE
I, Michael S. Bissell, declare that, on the date indicated below, I caused to have served a
true and correct copy of the foregoing, the Affidavit of Michael Bissell dated March 12, 2009,
and the Affidavit of Roderick Bond dated March 12, 2009, on the following parties via the
methodes) indicated below:

David A. Gittins
Law Office of David A. Gittins
P.O. Box 191
Clarkston, W A 99403
Attorney for Defendants JoLee Duclos and
Bryan Freeman
Michael E. McNichols
Clements Brown & McNichols
321 13th Street
Lewiston, ID 83501
Attorney for R. John Taylor
David R. Risley
Randall, Blake & Cox
1106 Idaho St.
Lewiston, ID 83501
Attorney for Connie Taylor, James Beck and
Corrine Beck
Gary D. Babbitt
D. John Ashby
Hawley Troxell Ennis & Hawley LLP
877 Main Street, Suite 1000
P.O. Box 1617
Boise, Idaho 83701-1617
Attorneys for AlA Services, AlA Insurance, and
Crop USA Insurance Agency
James J. Gatziolis
Charles E. Harper
Quarles & Brady LLP
Citigroup Center, 500 West Madison Street
Suite 3700
Chicago, IL 60661-2511
Attorneys for Crop USA Insurance Agency

Via:
( ) U.S. Mail, Postage Prepaid
( ) Hand Delivered
( ) Overnight Mail
( ) Facsimile
(X) Email (pdf attachment)
Via:
( ) U.S. Mail, Postage Prepaid
( ) Hand Delivered
( ) Overnight Mail
( ) Facsimile
(X) Email (pdf attachment)
Via:
( ) U.S. Mail, Postage Prepaid
( ) Hand Delivered
( ) Overnight Mail
( ) Facsimile
(X) Email (pdf attachment)
Via:
( ) U.S. Mail, Postage Prepaid
( ) Hand Delivered
( ) Overnight Mail
( ) Facsimile
(X) Email (pdf attachment)

Via:
( ) U.S. Mail, Postage Prepaid
( ) Hand Delivered
( ) Overnight Mail
( ) Facsimile
(X) Email (pdf attachment)
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Charles A. Brown
Attorney at Law
324 Main Street
Lewiston, ID 83501
Attorneys for AlA Services 401(k) Plan

Via:
( ) U.S. Mail, Postage Prepaid
( ) Hand Delivered - Via Messenger
( ) Overnight Mail
( ) Facsimile
(X) Email (pdf attachment)

Signed this Ii" day of March, 2009, at Le;~~
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PilED

NED A. CANNON, ISBA No. 2331
SMITH, CANNON & BOND PLLC
508 Eighth Street
Lewiston, Idaho 83501
Telephone: (208) 743-9428
Fax: (208) 746-8421
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MICHAEL S. BISSELL, ISB No. 5762
CAMPBELL, BISSELL & KIRBY PLLC
7 South Howard Street, Suite 416
Spokane, VVA 99201
Tel: (509) 455-7100
Fax: (509) 455-7111
Attorneys for Plaintiff Reed J. Taylor
IN THE DISTRICT COURT OF THE SECOND JUDICIAL DISTRICT OF THE
STATE OF IDAHO, IN AND FOR THE COUNTY OF NEZ PERCE
REED J. TAYLOR, a single person,
Case No.: CV-07-00208
Plaintiff,
v.

AlA SERVICES CORPORATION, an Idaho
corporation; AlA INSURANCE, INC., an
Idaho corporation; R. JOHN TAYLOR and
CONNIE TAYLOR, individually and the
community property comprised thereof;
BRYAN FREEMAN, a single person; JOLEE
DUCLOS, a single person; CROP USA
INSURANCE AGENCY, INC., an Idaho
Corporation; and JAMES BECK and
CORRINE BECK, individually and the
community property comprised thereof;
Defendants.

STATE OF VVASHINGTON
COUNTY OF SPOKANE

)
) ss:
)
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AFFIDAVIT OF MICHAEL S. BISSELL IN
SUPPORT OF REED TAYLOR'S MOTION
TO COMPEL AND SUPPLEMENTAL
AFFIDAVIT IN OPPOSITION TO
DEFENDANTS AND PLAN'S MOTIONS
FOR PARTIAL SUMMARY JUDGMENT

I, Michael S. Bissell, being first duly sworn on oath, depose and say:
1.

I am over the age of eighteen years, competent to testify in court, one of

the attorneys for the plaintiff Reed Taylor in this action, and make this Affidavit based
upon my personal knowledge ..
2.

Unless otherwise indicated, the following exhibits are documents

produced to us in the course of discovery by Hawley Troxell, attorneys for AlA Services,
AlA Insurance and CropUSA Insurance Agency, Inc. The below documents are true and
correct copies to the best of my knowledge as they were produced by the attorneys for
AlA Services, AlA Insurance and CropUSA to my firm or Ned Cannon's firm.
a. Attached as Exhibit A is a copy of a Valuation Report for a minority
interest in the common shares of AlA Services as of December 31,1995. This
document was produced to us on March 5,2009.
b. Attached as Exhibit B is a copy of a Valuation Report for a minority
interest in the common shares of AlA Services as of December 31, 1996. This
document was produced to us on March 5,2009.
c. Attached as Exhibit C is a copy of a Valuation Report for a minority
interest in the common shares of AlA Services as of December 31, 1994. This
document was produced to us on March 11, 2009.
d. Attaches as Exhibit D is a copy of an approximate value of AlA Services
and its subsidiaries dated October 14, 1994. This document was produced to
us on March 11,2009.
e. Prior to the above Exhibits A-D being produced to us on March 5, 2009,
and March 11, 2009, respectively, no other appraisals or valuations had been
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provided to us for the 1994-1996 time periods.

Mr. Bond specifically

requested these documents in emails to counsel for AIA Services, AlA
Insurance, and CropUSA, although discovery requests had been propounded
as well.
3.

Attached as Exhibit E is a true and correct copy of a letter sent to me by

Michael McNichols dated January 28, 2009. In his letter, Mr. McNichols advised me that
AlA Services, AlA Insurance and CropUSA used to produce monthly financial
statements, but no longer does so.

We have never been provided monthly financial

statements for a full calendar year on any of the corporations, let alone a six month period
of time.
4.

Attached as Exhibit F is a true and correct copy of emails that I sent and

received from David Risley. This email was printed from Mr. Bond's computer, which is
why his name was on the email (I prepared and signed this Affidavit at Mr. Cannon and
Mr. Bond's office). Mr. Risley did not produce the documents or discovery responses as
promised. We have still never received any discovery responses from James and Corrine
Beck. I would also note that Mr. Risley's email makes no mention of an expert witness
or expert witness affidavit. Mr. Risley even states "[n]ot much work has been done in
terms of identifying witnesses etc that would not overlap with discovery provided by AlA
and Crop." Yet Mr. Risley obviously knew that Mr. Hooper would be submitting an
affidavit that same day. Mr. Risley never responded to my email and, as mentioned
above, never provided the discovery as promised in his email.
5.

I attended the depositions of Connie Taylor and James Beck. Contrary to

the assertions of David Risley, the deposition was extremely disruptive because of Mr.
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Risley's ongoing inappropriate objections and Ms. Taylor's refusal to answer questions
based upon the spousal privilege and joint defense privilege.
DATED: This 12th day of March, 2009.

SUBSCRIBED AND SWORN to before me this 12th day of March, 2009.
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Residing at Lewiston, therein.
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Prepared by
Management Advisory Services
A Division of MOSS ADAMS LLP
1001 Fourth Avenue, Suite 2700
Seattle, Washington 98154-1199
Tel (206) 442-2600
Fax (206) 233-9214

AlA Services Corporation
Valuation Report
As of December 31, 1995

EXHIBIT
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October 25. 1996

Pholle 206 4H 2liOO
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To the Trustees of the AlA Services Corporation
and Subsidiaries Employee Stock Ownership Plan:
In accordance with your authorization. we have made an appraisal of AIA Services Corporation and
Subsidiaries (hereinafter referred to as "AIA" or "the Company"), and herewith submit this report
stating our findings.

Valuation Purpose and Use
The purpose of this appraisal is to express an opinion of the fair market value of the common stock of
the Company to serve as a valuation basis for stock transactions involving the Company's Employee Stock
Ownership Plan (ESOP).

Valuation Basis and Effective Date
This valuation is made on a minority interest basis as of December 31. 1995. The ESOP provides for a
"put" option exercisable at the discretion of the plan participants or beneficiaries upon termination of
employment. The effects of the put option have been considered in the valuation.

Valuation Standard
The term "fair market value" as used herein is defined as the amount that a willing buyer will pay a
willing seller, both having knowledge of all the relevant facts, and neither being under any compulsion
to buy or sell.

Scope of Investigation
The appraisal investigation included discussions with management regarding the history and nature of
the business, a review of financial statements, and consideration of other factors that were deemed
necessary under the circumstances. This valuation has been prepared using draft audited financial
statements for 1995. In the event the draft 1995 audited financial statements are changed in its final
issued form, this valuation also may need to be adjusted to reflect those changes. We have also
reviewed information concerning the economy and industry in which the Company operates.
The financial statements and other pertinent information provided by the Company have been accepted
without further verification as correctly reflecting the results of its operations and its financial and
business condition for the respective periods. We have not examined the financial records or other
documents of the Company to detennine the accuracy of the data presented in the documents received
by us.
Amember.'

Moores

Rowland
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Valuation Methodology
Valuation of a business ownership interest requires consideration of all pertinent factors bearing upon
its investment merits. The following three valuation approaches were considered:
•

Income Approach: in this approach, estimated future returns are discounted to present value at an
appropriate rate of return for the investment.

•

Market Approach: this approach utilizes valuation ratios derived from market transactions
involving companies that are similar to the subject business. Past transactions involving the subject
business are also considered.

•

Asset-Based ApprQach: in this approach, the assets and liabilities of the business are restated from
historical cost to fair market value.

Applications of the Income, Market, and Asset-Based approaches to the subject Company are described
in the accompanying report.

Concluded Valuation
A summary of the valuation analysis is presented in the accompanying report.
Based upon our investigation, premises and analyses, it is our opinion that the fair market value of the
common stock ofthe Company on a minority interest basis is as follows:
TWO MII,LION FOUR HUNDRED THIRTY-SIX THOUSAND DQU.ABS
($ 2,436,000)

or
ONE DOLLAR AND NINETY-FIVE CENTS PER SHARE
($ 1.95/Share)
based on 1,249,548 fully diluted shares outstanding.

Restrictions and Limitations
The opinion expressed above is advisory in nature. No part of this report shall be conveyed to the
public through advertising, public relations, news, sales, mail, direct transmittal, or other media,
without the prior written consent and approval of Management Advisory Services (MAS), a division of
Moss Adams LLP. The opinion of value expressed herein is valid only for the stated purpose and date
of appraisal.
Future services regarding the subject matter of this report, including but not limited to testimony or
attendance in court shall not be required of MAS unless previous arrangements have been made in
writing.
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Certificate of Appraiser
I certify that, to the best of my knowledge and belief:
•

The statements of fact contained in this report are true and correct.

•

The reported analysis, opinions and conclusions are limited only by the reported assumptions
and limiting conditions, and represent the unbiased professional analyses, opinions, and
conclusions of MAS.

•

MAS has no present or prospective interest in the property that is the subject of this report, and
has no personal interest or bias with respect to the parties involved.

•

Compensation for MAS is not contingent on any action or event resulting from the opinions or
conclusions in, or the use ofthis report.

•

The analyses, opinions, and conclusions were developed, and this report has been prepared in
conformity with the requirements of the American Society of Appraisers and the Uniform
Standards of Professional Appraisal Practice.

•

No one, other than those whose signatures appear below provided significant professional
assistance in the preparation of this report.

The American Society of Appraisers has a mandatory recertification program for all of its senior
members. Each senior member signing below is in compliance with that program.
Respec

Ily Submitted,

~=+-1_
DENNIS H. LOCKE, CFA, ASA

DUNCAN MORTON III

PRINCIPAL

FINANCIAL ANALYST
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Introduction
Valuation Purpose and Use
The purpose of this appraisal is to express an opinion of the fair market value of the common stock of
the Company to serve as a valuation basis for stock transactions involving the Company's Employee
Stock Ownership Plan (ESOP).

Valuation Basis and Effective Date
This valuation is made on a minority interest basis as of December 31, 1995. The ESOP provides for a
"put" option exercisable at the discretion of the plan participants or beneficiaries upon termination of
employment. The effects of the put option have been considered in the valuation.

Valuation Standard
The term "fair market value" as used herein is defined as the amount that a willing buyer will pay a
willing seller, both having knowledge of all the relevant facts, and neither being under any compulsion
to buy or sell.

Overview
Valuation of a business ownership interest requires consideration of all pertinent factors bearing upon
its investment quality. As listed in Revenue Ruling 59-60, these factors generally include:
•

The nature of the business and the history of the enterprise from its inception.

•

The economic outlook in general and the condition and outlook of the specific industry in
particular.

•

The book value of the stock and the financial condition of the business.

•

The eaming capacity of the company.

•

The dividend-paying capacity of the company.

•

Whether or not the enterprise has goodwill or other intangible value.

•

Sales of the stock and the size of the block of stock to be valued.

•

The market price of stocks of corporations engaged in the same or similar line of
business having their stocks actively traded in a free and open market, either on an
exchange or over-the-counter.
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Business Description
AlA Services Corporation is an insurance holding company. based in Lewiston, Idaho. Its principal
business is marketing insurance products services to a captive market of over 450,000 ranchers and
farmers, many of whom are members of agricultural associations. The Company's current products
include group health and life insurance, long term care insurance and college funding programs. These
products are marketed through two subsidiaries, AIA Insurance, Inc. and AIA MidArnerica, Inc. which
have a total career agency force of over 300 licensed agents.
The Company has established relationships with over 30 state and regional Associations including the
National Association of Wheat Growers, American Soybean Association, and the National Contract
Poultry Growers Association. AlA is expected to expand its relationships with other associations such
as the Rural Electric Cooperative, the Rain & Hail LLC , and the United States Taxpayers Association
in the next three to four months. The associations are the primary recognized organizations
representing the interests of grain growers, soybean growers, and poultry growers in the United States.
The Company sells group health insurance to the associations and their members and provides
administrative services for such insurance. During 1995 approximately 17,000 association members
participated in group health programs either marketed andlor administered by the Company.
The Company provides services to the associations by acting as the marketer and the administrator for
association trusts through which group insurance programs are made available to association members.
The Company also acts as the marketer and administrator for a non-association trust whose participants
engage in farming, ranching, or other agriculture related businesses. As part of the Company's
administrative duties, the Company collects association dues through its regular customer billing
procedure, thereby creating an important link between the Company and the associations. In return, the
associations endorse the Company and certain of its products and services, granting the Company a
unique captive market.
During the period 1974 to 1989, unrelated insurance companies underwrote the Associations' group
policies marketed by the Company. From 1989 to 1994 the Company underwrote the products it sold
through its own insurance subsidiaries, The Universe Life Insurance Company (Universe) and Great
Fidelity Life Insurance Company (Fidelity). Universe, formed under the laws of the State of Nevada in
1947, was purchased by the Company in 1986 and relocated to Idaho at year end 1989. Universe
primarily underwrote AIA's Group Universal Health (GUH) insurance policies. GUH permitted
participants to develop cash surrender values (in certain circumstances) and to provide flexible funding.
Fidelity, founded in 1952 and based in Fort Wayne, Indiana, was purchased by Universe in 1991.
Fidelity engages primarily in the underwriting of long term care (nursing home) products. For
example, Fidelity underwrites long term care products for the Indiana Retired Teachers Association.
Effective October 1, 1994 the Company entered into an agreement with The Centennial Life Insurance
Company (Centennial) to cede a substantial portion of its current book of group health and life
insurance business to Centennial and have Centennial assume the underwriting risk on future business.
As a result, the primary focus of the Company has shifted from insurance underwriting to marketing
insurance products and services as well as other financial products. Effective July 1, 1995, the
Company ceded 90 percent of its Long Term Care business of both Universe and Fidelity to the
American Long Term Care Group (American LT), reducing its remaining insurance risk premium to
approximately $1.0 million annually, beginning in 1996. The shifts in primary focus for the Company
1vl.\?\:\GI·::\n·~\:r -Am'ISOHY Sl']l"\'JCl'~'"
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were motivated by the costs of complying with the regulatory complexities of health care insurance
legislation on a state by state basis.
The health care reform spurred by Hillary Clinton, albeit later failing, motivated state legislatures to
adopt various pieces of the initial nationalized health care legislation initiative. For AlA compliance
with the state legislative reforms requires comparable resources to what a company four times its size
would have to use. Therefore, as a percentage of income, the costs of compliance for AIA were
significantly higher than for a larger company.
The assets and liabilities of Universe were ceded in two transfers which occurred in late 1994 and Jate
1995. The first transfer involved 45 percent of the group health and life insurance business of Universe
which were ceded to Centennial. The second transfer involved the remaining 55 percent. The second
transfer was arranged under a co-insurance agreement in which the assets and liabilities remain on the
books of AIA, yet Centennial assumes the liability of the policies. r.:vv e assume that the transfer
agreement is binding and there are no contingencies pursuant to the transfer.) For Fidelity, the 9q
percent of the assets and liabilities of the division that were ceded to American LT is known as a
"fronting relationship." The "fronting relationship" enables American LT to utilize the license of AlA
through AIA's retaining of 10 percent ofthe assets and liabilities.
Over 1995 there occurred changes to the management of the Company in conjunction to the
aforementioned shifts in business focus. The Company entered into an agreement to repurchase
500,000 of Reed taylor's shares of common stock for $7.5 million in the aggregate. Mr. Reed 1.
Taylor, who is retiring, is the former Chairman. To secure payment of Reed Taylor's note, the
Company granted him a security interest in the stock and commission income of its operating
subsidiaries, including Universe and AlA Insurance, Inc. and a Cessna airplane. R John Taylor has
been elected the new Chairman and Chief Executive Officer (CEO).
Additional management changes as of the end of 1995 involved the following. On January 1, 1995 two
senior level executives joined the Company. Richard Campanero assumed overall responsibility for the
Company's marketing operations. William Tarbart joined AlA Insurance, Inc. as chief marketing
manager and was selected by Mr. Campanero to manage the sales organization. Mr. Campanero and
Mr. Tarbart were employed to provide executive management and sales expertise to the Company. Mr.
Campanero was expected to accomplish the following: to raise capital from private sources to fund the
Company's reorganization; to organize the sales function of the Company; to produce agreed upon
production quotas; to accomplish a successful public offering within two years. In December 1995, the
Company concluded that Mr. Campanero was not attaining goals that were set forth. Consequently, the
Board of Directors terminated the Company's relationship with Mssrs Campanero and Tarbart.
Donna Taylor owns 168,088 outstanding shares of Series A Preferred Stock that are currently being
redeemed over 10 years at their stated value of $1 0.00 per share plus interest at 1.5 percent below the
First Interstate Bank ofIdaho, NA prime rate, adjusted quarterly. On February I, 1995, the Company
agreed to restructure the redemption over a ten year period with interest at 0.25 percent over the First
Interstate Bank of Idaho, NA prime rate, adjusted quarterly. In July 1996 the redemption was again
renegotiated whereby Ms. Taylor will receive monthly payments of $24,700 through 1998.
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At the end of 1995 the Company employed 100 persons. By mid-1996 the Company is expected to
reduce its payroll by almost 50 percent. The reduction is caused by AIA's refocusing of its business
strategy, moving away from underwriting and reducing administrative services, whereby the Company
would be paid to process and to service claims. Further, AIA's reduction in payroll is in response the
Company's net losses in 1995.
Management of the Company as of January 1, 1996 was as follows:
R. John Taylor
Paul D. Durant II
Daniel L. Spickler
Rliy Heilman
Reed J. Taylor
Michael W. Cashman
James W. Beck
David P. Larson
Bruce Sweeney
Albert E. Cooper
Cumer L. Green

President, Chairman of the Board
President, Universe & Fidelity; and Executive Vice President, AlA Services, Corp.
Vice President, Secretaryffreasurer
Vice President
Director
Director
Director
Director
Director
Director
Director

In order for the Company to have a sufficient number of shares of common stock available for the
Company's reorganization, the Company made capital structure changes to the Company's common
stock. The restructuring included a decrease in the par value'per share from $1.00 to $0.01 in addition
to increasing the number of shares authorized from 5 million to 11 million. Effective August 26, 1995,
the Company instituted a three for one stock split for stockholders ofrecord as of June 26, 1995.
As of December 31, 1995 there were 1,249,548 fully diluted common shares outstanding (comprised of
1,079,520 common shares and 170,028 shares of converted preferred shares based on the formula
provided in the 1995 audited financial statements whereby each preferred share converts into the
number of common stock that equals .0000693% of the common stock on a fully diluted basis at the
effective date of exercise), of which the ESOP holds 176,486 shares. In 1995, 1994 and 1993, the
Company made contributions to the ESOP of$120,787, $220,250, and $85,268, respectively.
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Financial Analysis
Financial Review
Growth

In recent years AIA has seen a drop in sales as the Company has transformed from an insurance
underwriter to a marketer of insurance policies. During the period 1992 to 1995, sales AIA dropped
from $62.6 million to $11.0 million. The decline is due to the ceding of the Company's assets of its
underwriting entities and due to disruptions in management as a result of these changes.

Profitability
Profitability measures have declined as growth has slowed. Operating profit margin ranged from 0.46
percent in 1994 to 8.1 percent in 1993. For 1995 the operating margin was 4.4 percent. Pretax profit
margin fa 11 owed a similar pattern over the years shown. The range was a high of 6.7 percent in 1993
and a low of negative 1.9 percent in 1994. For 1995 profitability was effected by the write-off of
discontinued operations. Operating income before the write-off was $480,000.

Liquidity
Liquidity, as measured by the current and quick ratios, was below one for all years shown except for
1994 when the current ratio was 1.01. In all other periods shown, the Company's current liabilities
exceeded its total current assets or liquid assets.

Safety
Safety, as measured by the debt-to-equity ratio was not meaningful for 1995 due to Company's
negative equity position. However, as a result of the Company's shift from an underwriter to a
marketing agent, AIA shows on its 1995 audited financial statements a Hne item, net liabilities to be
disposed, of $7.1 million. The Company is obligated to cover the liabilities associated with the ceding
of its assets to Centennial. In the prior years shown, debt to equity was higher as the Company carried
the liability of the policies that it underwrote.

Financing
Financing, as measured by the EBIT (earnings before interest and taxes) to interest expense ratio, was
low in 1994 and 1995 as the Company's earnings slid downward over the years shown, exposing the
Company to greater risk as its cash reserves and liquid assets were depleted.

Balance Sheet Management
The sales to assets and sales to net fixed assets ratios both improved as the Company ceded its assets in
1994 and 1995. Return on assets and return on equity dropped over the years shown due to the
Company's impaired earnings and negative equity value since 1994. Accounts receivable collections
Was just over 30 days.
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Financial Analysis

Summary
Overall, the financial condition of the Company can be characterized as poor. Sales declined sharply
during the 1991-1995 period. Profitability was negative in 1994 and 1995. As stated in the Company's
audited annual report for 1995 Note 18, Risk Based Capital (RBC), the RBC is a "benchmark for the
regulation of life insurance companies by state insurance regulators:"
RBC provides for surplus formulas similar to target surplus formulas used by
commercial rating agencies .... Such formulas focus on four general types of risk: (a) the
risk with respect to the Company's assets (assets or default risk); (b) the risk of adverse
insurance experience with respect to the Company's liabilities and obligations
(insurance or underwriting risk); (c) the interest rate risk with respect to the Company's
business (assetsiliabilities matching); and, Cd) all other business risks (management,
regulatory. action. and contingencies). The amount determined under such formulas is
called the authorized control level RBC (ACLC). The RBC guidelines define specific
capital levels based on a company's ACLC that are determined by the ratio of the
Company's total adjusted capital (rAC) to its ACLC ...The specific capital levels, in
declining order, and applicable ratios are generally as follows: "Company Action
Level," .... "Regulatory Action Level," .... "Authorized Control Level," .... "Mandatory
Control Level." .....Companies at the Company Action Level must submit a
comprehensive financial plan to the insurance commissioner of the state of domicile.
Companies at the Regulatory Acnon Level are subject to a mandatory examination or
analysis by the commissioner and possible required corrective actions. At the
Authorized Control Level, a company may be subject to, among other things, the
commissioner placing it under regulatory control. At the Mandatory Control Level, the
insurance commissioner is required to place a company under regulatory control ....At
December 31, 1995, Universe fell into the Mandatory Control Level.
However, as stated in Note 21, Restructuring, the Company has shifted and plans to continue to shift its
primary business focus from insurance underwriting, through its own subsidiaries, to marketing
insurance products and services as well as other financial products.
This valuation has been prepared using draft audited financial statements for 1995. In the event
the draft 1995 audited financial statements are changed in its final issued form. this valuation
also may need to be adjusted to reflect those changes.

Company Outlook
The Company has focused on developing relationships with agriculture associations that enable the
Company to receive third party endorsement and support through letters, magazine articles, and
conventions. and to receive member and potential member lists. The Company's oldest affiliation is
with the Grain Growers Association Membership and Insurance Trust (Grain Growers Trust)
established in 1974. In 1980 the National Growers and Stockmen Trust was formed to serve wheat
growers residing in states not serviced by the Grain Growers Trust. In 1988 the American Independent
Agricultural Producers Group Insurance Trust was formed for those not affiliated with the Grain
Growers Trust, allowing those persons to purchase AlA products. Until 1993, affiliations with the
above associations were all that AIA maintained.
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Financial Analysis

In 1993 AIA added to its list of affiliations with agriculture associations the American Soybean

Association (ASA) and the National Contract Poultry Growers Association

(poultry Growers). There
are 32,800 members of ASA of an estimated 440,000 soybean growers in 25 states. AIA has
endorsements from 12 state associations in addition to the national association and a prospect list of
206,641 growers. For the Poultry Growers there are approximately 72,000 growers in 16 states. 3,500
growers are currently members of Poultry Growers. AIA has penetrated three states which consists of
2,500 growers; the Company's prospect list is 27,930 long. Furthennore, AIA is the agent of record for
the Rolling Plains Cotion Growers, Oklahoma and Texas Peanut Growers, Nebraska Com Growers,
and the Tennessee Pork Producers; AIA's prospect list through these associations totals 53,318. The
change in the prospect list for AlA over the period 1993 to 1995 has improved dramatically, growing
by an additional 288,000 in two years from a total of 278,000 in 1993.
During the period 1983 to 1993 policy sales fluctuated as the Company experienced exogenous forces
that adversely impacted the Company's operations. Fluctuations in the certificate count are attributable
largely to increases in premium rates. The increase would result in the loss of not only agents but also
policy holders. Continued fluctuations in policy retention in the years 1993 through 1995 are explained
by the Company's focusing management resources on mitigating regulatory issues in addition to the
restructuring of AlA. The total number of certificates under management during that period is as
follows:
" ....

.

'I~' .

~.-l.:

YEAR
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995

CERTIFICATE
COUNT
15,492
12,461
12,357
13,376
14,327
11,999
8,631
9,403
11,625
15,650
16,873
15,536
13,603

In 1996 AlA expects to align itself with additional associations. Affiliations with Rain and Hail LLC
(R&H) and the Local Rural Electric Association (LREA) on a state by state level are expected to be
initiated in 1996. R&H is a marketer of crop and other agriculture related insurance products
throughout rural markets. Moreover, R&H services the insyran~e of a number of farm operations
~."'''''4' . --.,.. ...
throughout the United States. Those farm operations may be members of the aforementioned
associations or are eligible to become members. R&H is believed to have a sales force that totals
approximately 5,000 active agents. LREA is the national level umbrella of the state level co-operatives.
During the 1950s many co-operatives served as promoters and distributors of products to its members.
Many co-operatives are returning to the role as an endorser of products, such as durable goods and
1\1.\.;\ \(;1:\IF;\T
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Financial Analysis

financial services, for its members. Currently, AIA is in discussion with two Minnesota co--operatives
for AIA's products to be endorsed by the co-operative. AIA expects to continue to develop relationship
with other state co-operatives.

An analysis of management's projections is presented
Income Approach section below.

in the Discounted Cash Flow Method in the
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Valuation Approaches
Valuation of a business ownership interest requires consideration of all pertinent factors bearing upon
its investment merits. Many of these factors were outlined in the Overview section oftrus report.

In principle, the value of an investment is equal to the present value of expected future returns from the
investment. Various methods may be used to estimate the value of a business ownership interest.
These methods can be broadly categorized into three valuation approaches: Income, Market and AssetBased.

Income Approach
In the Income Approach, expected future returns from an investment are discounted to present value
at an appropriate rate of return for the investment. The selected rates of return should reflect the
degree of uncertainty or risk associated with the future returns and rates of return available from
alternative investments. This approach is based on the widely accepted financial principle that the level
of risk of an investment affects the required rate of return on the investment, which in tum affects the
value of the investment. Given expected future returns, higher risk produces a higher required rate of
return, which produces a lower value for the investment.
Various measures of cash flow or income may be used in the Income Approach. However, the measure
used must be appropriate for the business ownership interest being appraised. Additionally, the rate of
return used must be consistent with the selected measure of cash flow or income.
Income Approach valuation methods include the Discounted Cash Flow and Capitalization of Income
methods. In the Discounted Cash Flow Method, future cash flows are estimated for one or more
periods and then discounted to present value using an appropriate discount rate or rate of return. The
Capitalization of Income Method uses forecasted cash flow or income for the coming year, which is
converted to present value using an appropriate capitalization rate.
The Discounted Cash Flow and Capitalization of Income methods, while conceptually similar, differ
in their treatment of expected future growth. In the Discounted Cash Flow Method, cash flows are
forecasted for a period of years and can vary from year to year. In the Capitalization of Income
Method, expected growth is incorporated in the capitalization rate and is assumed to be constant into
perpetuity.
The discount rate used in the Discounted Cash Flow Method is closely related to the capitalization
rate used in the Capitalization of Income Method. The capitalization rate is equal to the discount
rate less the expected growth rate into perpetuity.
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Valuation Approaches

Market Approach
The Market Approach involves a comparison of the subject business ownership interest to similar
businesses, business ownership interests, or securities that have been sold. In this approach, valuation
ratios such as price to earnings, price to cash flow, price to book value, or price to net asset value are
used to estimate value.
Market Approach valuation methods include the Guideline Company Method and analysis of prior
transactions involving the subject business. The Guideline Company Method analyzes transactions
involving either minority or majority interests in either publicly traded or closely-held companies
which are similar in nature to the subject business. Analysis of prior transactions includes sales of the
subject business ownership interest, past sales of the business, and past acquisitions or divestitures by
the business.
Rules of thumb may also be used in the Market Approach. However, rules of thumb are not given any
weight unless they are supported by other valuation methods and it can be established that
knowledgeable buyers and sellers place substantial reliance on them.

Asset-Based Approach
In the Asset-Based Approach, value is estimated by restating the value of assets and liabilities from
historical cost to fair market value. Assets and liabilities can be valued either individually or
collectively. Individual assets and liabilities of a business can be appraised using the Cost, Market and
Income approaches to asset valuation.
Valuation of a going concern using the Asset-Based Approach requires the valuation of tangible and
intangible assets. Due to the difficulties of valuing intangible assets, the Asset Based Approach is
generally only used to value the Company's tangible assets, which provides a minimum value for the
Company.
The Asset-Based Approach is most applicabJe to the valuation of an investment or real estate holding
company, and to the valuation of a business on a basis other than as a going concern. This approach is
also used in the valuation of non-operating assets in a business.

In addition, the liquidation value of a business can be estimated using the Asset-Based Approach.
Liquidation value is used when the dissolution of a business is probable or imminent, and is computed
as the fair market value of assets (net ofliabilities), less estimated liquidation expenses.
Book value is not an appropriate measure of value under the Asset-Based Approach for most assets
because they are stated at historical cost and not fair market value. For a going concern, book value is
not suitable because it generally does not include the value of intangible assets.

Concluded Approach
This valuation was conducted on a going concern basis. The Company is a profit-oriented business
enterprise and our investigation indicates that the Company will continue as a going concern.
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Valuation Approaches

We considered the Income and Market approaches in this valuation. The Asset-Based Approach was
not used. This valuation is being conducted on a minority interest basis. Minority owners have no
claim over the assets nor can they in any way force a sale or liquidation of the business or any of its
assets. Therefore, no weight was given to the asset value of the Company.
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Income Approach
Discounted Cash Flow Method
In the Discounted Cash Flow Method, future adjusted free cash flows are estimated and then converted
to present value at an appropriate discount rate.
Adjusted free cash flow is defined as:
Earnings Before Interest & Taxes (EBlT)
- Income Taxes on EBIT
+ Non-Cash Expenses
+I-Adjusted Working Capital Changes
- Capital Expenditures
Free Cash Flow (Debt Free)

=

Adjusted free cash flows are estimated over a five-year forecast period-beginning on the valuation date.
Beyond the five-year period, a terminal or residual value is estimated using an appropriate
capitalization rate. The adjusted free cash flows and residual value are converted to present value
using an appropriate discount rate to indicate a total capital value for the Company. In the present
value computation, future cash flows are assumed to be received at the mid-point of each year of the
forecast period.
From the indicated total capital value, interest bearing debt (if any) is subtracted to indicate an equity
value for the Company. Interest bearing debt includes notes payable and the current and long term
portions of long-term debt. The value of non-operating assets (if any) is then added to indicate the net
equity value of the Company.
Projections of adjusted free cash flow are based on:
•
•
•
•
•

Analysis of historical financial results.
Management's forecast.
Discussions with management.
Consideration of economic and industry data.
Our estimates of the future financial-and operating outlook for the business.

Exhibit 7 presents the forecasted adjusted free cash flows. The projections were supplied to us by AlA
management We did not participate in the strategic planning and budgeting process. Based upon
conversations with management, we have assumed that the projections are reasonable and attainable.
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Incoma Approach

Discount Rate
The discount rate used is the unlevered cost of equity capital, based on the Capital Asset Pricing
Model (CAPM), modified to account for the small stock premium and subject company risk as
follows:
Keu =Rf + (BI x Re) + Rs + Rc
where:
Keu
Rf
BI
Re

=

Rs

=

Rc

=
=
=

discount rate (unlevered cost of equity capital)
risk free rate
levered "beta"
equity risk premium
small stock risk premium
subject company risk premium
.....- "'7 ~.~~~ __ .....

CAPM captures only the risk of investing in a portfolio of large capitalization stocks, and does not
address the additional risk of investing in small company stocks. In addition, CAPM captures only
systematic or market risk for a portfolio of stocks and does not address the risk specific to the Company
as a stand alone investment. An investment in the Company would require additional premiums to
compensate for these additional risks.
A risk free rate (Rt) of 6.12 percent is used, equal to the average 20-year Treasury Bond rate during
December 1995.
The selected unlevered beta (Bu) is 153, equal to the industry composite unlevered beta for publicly
traded companies in SIC Code 6324. hospital and medical service plans, published in the Cost of
Capital Quarterly (CCQ) - December '1995 by Ibbotson Associates.
The equity risk premium (Re) is equal to the 7.0 percent equity risk premium as published in Stocks,
Bonds. Bills, and Inflation (SBBD 1995 Yearbook by ibbotson Associates. This study shows that an
investment in common stock, as represented by the Standard and Poor's 500 (S&P 500) Stock
Composite Index, has historically (from 1926 to 1995) provided a return of approximately 7.4 percent
above the yield of long-term government bonds.
The smaIl stock risk premium (Rs) is equal to 4.0 percent, as published in the SBBI 1995 Yearbook.
The study indicates that an investment in the smallest quintile of stocks traded on the New York Stock
Exchange (NYSE) provided an additional 4.0 percent return over the S&P 500 stocks during the 19261994 period. The small stocks studied during the 1982-1995 period included American Stock
Exchange and over-the-counter stocks with the same or less capitalization as the NYSE smallest
quintile stocks.
The subject Company risk premium (Re) is based on a consideration of the Company's operating and

financial risks. An analysis of the risk factors affecting the subject Company follows:
-13-
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Income Approach

Factor

Effect on Risk
Premium

Analysis

Similar to small company stocks included in small
stock premium

Size of Company
Q£erating Factors:
History of Company
Management
Labor Relations
Products/Services
Markets/Customers
Supflliers
Competition
Financial Factors:
Profitability
Liquidity
Safety
Leverage
Economiciindustry Factors:
Condition of Economy
Condition of Industry
Contingent Liabilities

None

established company with historY in business
management has recently been put in place
good
the company is shifting from underwriting into
marketin~ insurance related products
the company utilizes alliances with associations and
trade groups
not meaningful (N,/A)
barriers to entry are high due to scarcity of state
operating licenses

None
Higher
None

recent, low profitability
low liquidity, yet improving
safety measures for the Company are not positive
fmandal condition is weak

Higher
Higher
Higher
Higher

captured market is strong asset of the Company
industry has consolidated in recent years
relationship with reinsurer may not be stable

·Lower
None
Higher

Higher
Lower
NIA

Lower

The most important factors are the Company's small relative size, followed by the overall results for the
operating, financial and economic factors. Based on our evaluation, a subject Company risk premium
of 550 basis points was selected.
The computation of the discount rate is presented in Exhibit 5 and is summarized as follows:
Keu = 6.1% + (4.77 x 7.4%) + 3.6% +10.0% = 55.0%
The concluded discount rate is calculated on a minority interest basis.

Residual Capitalization Rate
Beyond the five-year forecast period, residual adjusted free cash flows are estimated to grow at a
constant rate into perpetuity. These cash flows are converted to a residual value using an appropriate
residual capitalization rate.

-14-

IIM...."'''y,\DATAIVALIItEPORTS\AJAI096.DOC

,\ d"jw", 01 \lO.';:-'-\])'\~JSl.ll'

&fi;7
AIA0029096
AFFIDAVIT OF MICHAEL S. BISSELL

Income Approach

The residual capitalization rate is computed as follows:
C=Keu-G
where:

C

=

Keu

::::

G

::::

residual capitalization rate
discount rate (unlevered cost of equity capital)
growth rate of adjusted free cash flow into perpetuity

Based on historical results, the economic climate, the outlook for the industry. and management's
expectations, we have chosen a long-term growth rate (G) of 0.0 percent.
The residual capitalization rate computation is presented in Exhibit 5 and is summarized as follows:
C :::: 55.0% - 0,0% = 55.0%
The concluded residual capitalization rate is calculated on a minority interest basis.

Weighted Average Cost of Capital

.

The weighted average cost of capital (yfACC) is the blended cost of equity and debt capital applicable
to a company, Our analysis of AIA indicates a WACC of 16.3 percent based on a cost of equity of 55.0
percent and cost of debt of 8.6 percent based on a capital structure of 22.3 percent equity and 77.7
percent debt. The capitalization rate used to determine the terminal value of AIA in 1998 assumes a
perpetual growth rate of 0,0 percent. Exhibit 5 presents the development of the WACC.

Summary
Exhibit 6 summarizes the results of the Discounted Cash Flow Method. The value produced by the
Income Approach represents a fully marketable, minority interest value for the Company's common
stock. From the indicated value, a non-marketability discount is subtracted to arrive at an estimate of
value for a minority interest in the Company's stock. The non-marketability discount applicable to the
Company is discussed in a following section of this report.
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Market Approach
The Market Approach analyzes public trading prices and/or merger and acquisition prices of companies
which are similar in nature to the subject Company. Application of this method uses valuation ratios
based on current market prices and historical financial data for the guideline companies. Selected
valuation ratios derived from the analysis are then applied to the Company's adjusted historical or
projected financial results to arrive at indications of value.
Criteria for selecting guideline companies include similarity of lines of business, markets, growth
prospects, risks and firm size. The primary criterion for selecting guideline firms is similarity of
lines of business and size with those of the subject business.
We focused our investigation on publicly traded guideline companies. which reflect prices for
minority interest ownership positions. Merger and acquisition data were not used. because these
transactions primarily reflect prices for majority interest ownership positions.
Various valuation ratios may be derived from guideline companies in calculating the fair market
value of a closely held business. Valuation ratios can be broadly categorized into two types: total
equity and total capital ratios. Commonly used total equity ratios include the ratios of market value
of total equity to net income, cash flow, and book value of total equity. These valuation ratios are
then applied to the Company's adjusted historical or projected financial results to produce indications
of value. Any non-operating assets are then added to indicate the Company's total equity value.
Commonly used total capital ratios include the ratios of market value of total capital to revenue,
operating income. EBITDA (earnings before interest, taxes, depreciation and amortization). EBIT
(earnings before interest and taxes), debt-free net income, debt-free cash flow, and book value of
total capital. Selected valuation ratios are then applied to the Company's adjusted historical or
projected financial results in order to arrive at indications of value. Any non-operating assets are
then added and interest bearing debt is subtracted to produce indications of total equity value for the
Company.

Publicly Traded Guideline Company Method
We have carefully investigated the stock market in order to identify companies in SIC Code 63,
insurance carriers. We selected 4 companies which are judged to have a reasonable degree of
comparability with the Company. Although the selected guideline companies differ in important
respects from the Company, they are generally influenced by similar business and economic
conditions, and are considered to offer alternative investment opportunities.
A comparative analysis of the guideline companies and subject Company is presented in Exhibits 7
and 8. Computed valuation ratios are presented in Exhibit 7.
The publicly traded companies selected as guideline companies are as follows:

~1A:,\,\C;E:\IE:,\T

-7\ D\'ISOHY

SER\'lCLS

-16-

\\MM>J1Y\.J}'>IDATA\ VALIREPORTSlAJAI 096 DOC

8t£'7
AIA0029098
AFFIDA VlT OF MICHAEL S, BISSELL

Market Approach

ARTHUR .1. GALLAGHER & CO. and its subsidiaries are engaged in providing insurance
brokerage, risk management, and related services to clients in the US and abroad. The company's
principal activity is the negotiation and placement of insurance for its clients. The company also
specializes in furnishing risk management services.
HILB, ROGAL, AND HAMILTON COMPANY, through its network of wholly-owned subsidiary
insurance agencies, places various types of insurance, including property, casualty, marine, aviation,
and employee benefits insurance, with insurance underwriters on behalf of its clients.
POE & BROWN. INC. is a general insurance agency headquartered in Daytona Beach and Tampa,
Florida that resulted from an April 28, 1993 business combination involving Poe & Associates, Inc.
and Brown & Brown, Inc. The company is a diversified insurance brokerage and agency that
markets and sells primarily property and casualty insurance products and services to its clients.
Because the company does not engage in underwriting activities, it does not assume underwriting
risks. Instead, it acts in an agency capacity to provide its customers with targeted, customized risk
management products.
EW BLANCH HOLDINGS, INC. and its predecessor organizations have been in operation since
1957. The Company is a leading provider of integrated risk management and distribution services
including reinsurance intermediary services, risk management consulting and administration
services, and wholesale insurance services.
The valuation ratios derived in the analysis represent values for relatively large publicly traded
companies. In contrast, the subject Company is significantly smaller, has less growth potential, and
has unique risks. As a result, adjustments were made to the selected valuation ratios to account for
these factors.
Studies of large versus small companies within the stock market and the merger and acquisition
market indicate that small companies typically sell at significantly lower valuation ratios than large
companies. The Company is somewhat smaller than the guideline companies, and lower valuation
ratios are considered appropriate.
'
Growth expectations also have a significant impact on valuation ratios. All else being equal, higher
growth companies exhibit higher valuation ratios. The guideline companies have exhibited
significant growth in recent years. In contrast, the Company has much less growth potential and
lower valuation ratios are considered appropriate.
Unique risks have a significant impact on valuation ratios. Valuation ratios for guideline companies
with similar size and growth potential can vary significantly due to unique risk factors. An analysis
of the Company's risk factors relative to the guideline companies follows:

'M,\;\,\C1Z'.1EClT Ann;OHY SEH\'ICFS

-17-

\\Mnm....'''r.IDATA\Y ALIREI'ORTS\AIAI09<S DOC

,\ dl\'l\lOn ot \IOSS Al)A?,ISI u'

&lPo
AFFIDAVIT OF MICHAEL S, BISSELL

AIA0029099

Market Approach

Effect on Risk

Factor
Size of Company
Operating Factors:
History of Company
Management
Labor Relations
Products/Services
Markets/Customers
Suppliers
Competition
Financial Factors:
Profitability
Liquidity
Safety
Leverage
EconomiclIndustry Factors:
Condition of Economy
Condition of Industry
Contingent Liabilities

Analysis

Premimn

Similar to small company stocks included in small
stock premium
established company with history in business
management bas recently been put in place
good
the company is shifting from underwriting into
marketing insurance related products
the company utilizes alliances with associations and
trade groups
not meaningful (N/A)
barriers to entry are high due to scarcity of state
operating licenses

None
None
Higher
None
Hi.!:;her
Lower
N/A

Lower

recent. low profitability
low liquidity, yet improving
safety measures for the Company are not positive
financial condition is weak.

Higher
Higher
Higher
Higher

captured market is strong asset of the Company
industxv has consolidated in recent years
relationship with reinsurer may not be stable

Lower
None
Higher

The most important factors are the Company's sman relative size and lower growth potential. followed
by the overall results for the operating. financial and economic factors. Based on foregoing
considerations. we have adjusted the average valuation ratios downward by 57.0 percent.
Each adjusted valuation ratio is then applied to the Company's corresponding adjusted earnings. cash
flow. revenue, or book value figure to produce an indication of value, either total equity value or
total capital value, depending on the type of valuation ratio employed.
The various earnings and cash flow valuation ratios are considered to provide the most meaningful
indications of value. The book value and revenue valuation ratios are considered less meaningful
because they do not reflect the profitability of the business.
Any non-operating assets are then added and interest bearing debt capital is subtracted (as
applicable) to produce indications of total equity value. Exhibit 11 summarizes the results of the
Publicly Traded Guideline Company Method.
The indicated values represent minority interest values as if the Company was publicly traded. From
these values, a discount for non-marketability is deducted to arrive at estimated values for a minority
interest in the Company's stock.
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Non-Marketability Discount
Closely held equity interests lack the inherent liquidity of publicly traded securities, and thus are not
as attractive for investment purposes. Accordingly, it is accepted valuation practice to discount the
value of closely held equity interests to reflect this disparity.
Revenue Ruling 77-17, issued by the Internal Revenue Service, states:
Whether the shares are privately held or publicly traded affects the worth of the
shares to the holder. Securities traded on a public market generally are worth more to
investors than those that are not traded on a public market.
The values indicated by the Income and Market approaches are considered to indicate the value of
the Company as if it was publicly traded. However, the Company is not publicly traded and it is
very unlikely that a market for its stock will ever develop. Therefore a discount for nonmarketability is applied to reflect the relative difference in marketability.
The non-marketability discount is also applied to reflect limitations on transfer of the Company's
stock. The shares are subject to a buy/sell agreement which restricts transfers outside the current
ownership group. In the case of a third party offer for a shareholder's stock, the other shareholders
have rights of first refusal.
Various types of evidence are available to indicate the range of discounts applicable for lack of
marketability. Three types of evidence regarding the magnitude of non-marketability discounts are
considered in this report:
•
•
•

Letter Stock Studies
Pre-IPO Studies
Court Decisions

In general, the evidence indicates that non-marketability discounts are significant for minority
interests. The evidence also indicates that the magnitude of discounts increases as the potential for
marketability decreases. Overall, the evidence is considered to indicate the general magnitude of
discounts applicable for non-marketability. The discount applicable to a particular closely held
equity interest is dependent on available evidence and the facts and circumstances relating to the
business.

Letter Stock Studies
Various studies of letter stock sales indicate the magnitude of the discount for non-marketability. A
letter stock is an unregistered stock subject to the restrictions of Securities and Exchange
Commission (SEC) Rule 144. Lette~ stock (often referred to as "Rule 144" stock) is identical to the
freely traded stock of a public company except that it is restricted from trading on the open market
for a certain period of time. The transfer restriction usually lapses after two years. Holders of letter
stock may obtain future registration rights from the issuer, shortening the period of restriction.
However, SEC Rule 144 may impose volume and other restrictions upon transfer.
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Companies issue letter stock in order to avoid the time, expense and public disclosure of registering
new stock with the SEC. Letter stock cannot be sold on the open market, but may be sold in private
placements. In the past, these private transactions were usually reported to the SEC. Large
institutional investors are now exempt from the disclosure requirements under SEC Rule 144A.
The difference between the purchase price of a letter stock and the market price for the freely traded
counterpart stock on the same date indicates the effect of restricted marketability. Both letter stocks
and their freely traded counterparts represent minority interests in public companies. As a result, the
indicated discounts are considered most applicable to minority interests in privately held companies.
A number of letter stock studies have been conducted in the past. These studies are summarized on
the following pages.
In the Institutional Inyestors Study Report of the Securities and Exchange Commission) the SEC
studied approximately 400 companies to determine the magnitude of discounts at which transactions
in letter stock occurred, compared to the prices of otherwise identical but unrestricted stocks on the
open market. The 1971 study analyzed restricted stock sales between 1966 and 1969. Results of the
study indicate that restricted securities generally sell at substantial discounts from their freely traded
counterparts. Discounts were lowest for companies traded on the NYSE and highest for nonreporting over-the-counter (OTC) companies. Indicated discounts were lower for the largest
companies and higher for the smallest companies in the study. Most of the largest companies were
listed on the NYSE while the smallest companies were trading over-the-counter.
Indicated discounts varied widely in the study, as shown in the following table. The average
discount for all companies in the study was approximately 25.8 percent. For non-reporting OTC
companies, the average discount was approximately 32.6 percent. Companies traded over-thecounter are more comparable to closely held businesses than NYSE companies because of their
smaller relative size. .
Percentage of Transactions
All Companies
OTC Non-reporting

Discount
Over 50%
Over 40%
Over 30%
OverZO%
Over 10%

12.1%
20.9%
37.7%
57.0%
76.6%

16.1%
33.9%
56.3%
71.4%
87.5%

I"Discounts Involved in Purchase ofComrnon Stock" in U.S. 92nd Congress, 1st Session, House, Institutiouallnvestor
Study Report to the Securities and Exchange Commission (Washington, D.C.: U.S. Government Printing Office, March 10,
I97!, 5:2444-2456, Document No. 92-64, Part 5).
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Milton Gelman published a study in 1972 analyzing the prices paid for restricted securities by four
closed-end investment companies. 2 The study analyzed the discounts in 89 transactions between
1968 and 1970. Indicated discounts varied widely as shown in the following table. The average and
median discounts were 33 percent.
Discount

Percentage of Transactions

40% and over
35% and over
30% and over
25% and over
20% and over
15% and over

36%
46%
59%
69%
84%
94%

Robert Trout published a study ofletter stock transactions between 1968 and 1972. 3 The 1977 study
analyzed the discounts in 60 purchases of restricted stocks by mutual funds. Similar to the SEC
study, Trout found that companies listed on the major stock exchanges had lower discounts than
companies traded over-the-counter. The average discount was 33.5 percent.
A 1973 study published by Robert Moroney analyzed 146 letter stock purchases by ten investment
companies. 4 Discounts ranged widely as shown in the following table. The highest discount was 90
percent. The average discount was 35.6 percent and the median discount was 33.0 percent.
Moroney concluded that tax courts had been overvaluing minority interests in closeJy held
companies in the past.
Discount

Percentage of Transactions

60% and over
50% and over
40% and over
30% andover
20% and over

6.8%
22.6%
39.7%
63.0%
83.6%

J. Michael Maher published a study of restricted stock purchases by four mutual funds between 1969
and 1973. s He found that mutual funds were not purchasing letter stock in 1974 and 1975, when the

2Milton Gelman, "An Economist-Financial Analyst's Approach To Valuing Stock Of A Closely-Held Company," hl.Y.rrLal
of Taxation. June 1972, p. 354.
J Robert R. Trout, "Estimation Of The Discount Associated With The Transfer Of Restricted Securities," IM.l:s, June 1977,
pp.381-385.

~obert E. Moroney, "Most Courts Overvalue Closely Held Stocks,"~, March 1973, pp. 144-154.
51. Michael Maher. "Discounts For Lack Of Marketability For Closely Held Business Interests," ~, September 1976,
pp. 562-571.

M.\~\C;r~IE;';T A.lW1SOHY SI':H\,ICr~'i
A d"'''''!Il of

-21-

F'IDATAIV ALIl<EPORTSlAfA I0% DOC

~JOSS TlD:\~[S! 1('

~4
AFFIDA VIT OF MICHAEL S. BISSELL

AIA0029103

Non-Marketability Discount

stock market was depressed. The average discount was 35.4 percent. Maher concluded that the
discount should be considered separately from any discount for lack of controL
A study conducted by Standard Research Consultants (SRC) in 1983 analyzed 28 private placements
of letter stock between 1978 and 1982. 6 Discounts ranged between 7 percent and 91 percent. The
median discount was 45 percent.
An unpublished study by Willamette Management Associates, Inc. analyzed 33 purchases of
restricted stock between 1981 and 1984.7 It was reported that there was little overlap with the SRC
study. The median discount was 31.2 percent. The slightly lower discount may be attributable to the
depressed stock market during the period of the study.
William L. Silber studied 69 private placements of letter stock between 1981 and 1988.8 Discounts
ranged between negative 12.7 percent and 84 percent, with an average of 33.75 percent. Silber
found that higher discounts were associated with smaller firms, as measured by revenues, earnings
and market capitalization. He also reported that discounts varied with the amount of restricted stock
relative to publicly traded stock and the credit-worthiness of the issuing company.
In 1994 Lance So. Hall and Timothy C. Polacek9 published the results of a study which updated the
SEC Institutional Investor Study. The study analyzed over 100 restricted stock transactions from
1979 through April 1992. The authors reported an average discount of 23 percent. Their study
indicated that higher discounts were associated with smaller companies and smaller blocks of stock.

6"Revenue Ruling 77-287 Revisited," SRC Quarterly Reports, Spring 1983, pp. 1-3.

7Willarnette Management Associates study (unpublished), Shannon Pratt, Valuing A Business, 1989, pp. 247·248.
BWilliam L. SIlber, "Discounts on Restricted Stock: The Impact of Illiquidity on Stock Prices", Financial Analysts

Immlill, July/August, 1991. pp. 60-64.
9Lance S. Hall and Timothy C. Polacek, "Strategies for Obtaining the Largest Valuation Discounts", ~.llm.ning,
January/February 1994, pp. 38-44.
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The nine letter stock studies are summarized in the following table:
Study
,Institutional Investors Study:
All Companies
Non-reporting OTC Companies
Oelman
rrrout
Moroney
Maher
Standard Research Consultants*
'Willamette Management Associates*
Silber
Hall and Polacek

Years of study

Average Discount

1966-1969
1966-1969
1968-1970
1968-1972
NA
1969-1973
1978-1982
1981-1984
1981-1988
1979-1992

25.8%
32.6%
33.0%
33.5%
35.6%
35.4%
45.0%
31.2%
33.75%
23%

*Median discounts are presented
NA - not available

Results of the studies indicate that average (or median) discounts ranged between 23 percent and 45
percent, and generally approximated 35 percent, during the 1966-1992 period. Overall the results of
the letter stock studies are considered to be quite consistent and provide strong evidence for
discounts for restricted marketability.
In regard to these studies, it is very important to note that restrictions on the transfer of private
placement stock eventually lapse, usually within 24 months. At that point the holder can sell the
shares into the existing market, subject only to certain volume restrictions imposed by SEC Rule
144. Minority interests in a closely held business such as the subject Company, which may not ever
have the benefit of a public market, would therefore be expected to require a higher discount for lack
of marketability than that which is applicable to restricted stock ofa public company.
Pre·IPO Studies
Studies of private transactions prior to initial public offerings (IPOs) provide a second type of
indication of the discount applicable for lack of marketability. In these studies, prices of private
transactions are compared to subsequent public offering prices of the same issues. The difference in
price indicates the effect of non-marketability.
Both the private transactions and the subsequent public offerings represent minority interests in the
fPO companies. As a result, the indicated discounts are considered most applicable to minority
interests in privately held firms.
Two sets of Pre-IPO studies have been made public to date, the first conducted by John D. Emory
and the second by Willamette Management Associates. While based on similar principles, the two
sets of studies use different methodologies to arrive at discounts for non-marketability.
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Emory Studies
John D. Emory has conducted seven separate IPO studies since 1980.10 The seven studies covered
eighteen month periods and were based on analyses oflPO prospectuses. A prospectus is required to
disclose stock transactions between principals and insiders that took place during the latest fiscal
year prior to a public offering.
Most of the transactions were stated to have been made at fair market value. Given the subsequent
public offerings, all of the transactions would have had to be able to withstand scrutiny by the SEC,
IRS, and the courts. The transactions represented either a direct sale of stock, a granting of stock
options, or payment for services. Because of the scrutiny such transactions receive prior to !POs,
corporate 'directors and underwriters view the determination offair market value very seriously.
Emory analyzed all IPO prospectuses available during the study periods in order to identify
transactions suitable to the study. Two criteria were applied in this selection process: the company
had to be financially sound and the transactions had to take place within the five months preceding
the lPO. Because an !PO takes a minimum of four to five months from start to finish, the selected
transactions would almost certainly have reflected the likelihood of marketability in the near future.
Emory eliminated from consideration development stage companies, firms with operating losses,
and companies with IPO prices under $5. All the companies included in the studies were promising
in nature and had good potential for becoming marketable.
The results of the seven Emory studies are summarized in the following table:

Study

Number Of
Transactions

Average
Discount

Median
Discount

Maximum
Discount

46
54

45%
44%
40%
40%
45%
43%
66%

79%
90%
94%
94%
82%
83%
87%

43%

94%

1994-1995
1992-1993
1990-1992
1989-1990
1987-1989
1985-1986
1980-1981

23
27
21
13

45%
45%
42%
45%
45%
43%
60%

Overall

219

45%

35

An average discount of 45 percent was found in the seven studies. Forty-four of the 219 transactions
included in the seven studies were sales transactions. The average discount for the 44 sales
transactions was 49 percent, and the median was 51 percent. Results for the seven studies were very
similar, despite the fact that the studies covered very diverse market conditions.
lO]ohn D. Emory. "The Value Of Marketability As nJustrated In Initial Public Offerings Of Common Stock - January 1994
through June 1995," Business Valuation Revjew. December 1995, pp. 155-160.
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Emory notes that all of the selected transactions represented promising companies whose stock had a
good potential to become readily marketable. He concludes with the following question, "if these
kinds of discounts are appropriate for promising situations where marketability is probable, but not a
certainty, how much greater should discounts be for the more typical company's stock that has no
marketability, little if any chance of ever becoming marketable, and is in a neutral to unpromising
situation?"

Willamette Studies
Willamette Management Associates conducted twelve separate Pre-IPO studies between 1975 and
1992.11 Unlike the Emory studies, the Willamette studies were based on an analysis of SEC
registration documents. These source documents disclose all private transactions in the stock within
the three years preceding a public offering. Prospectuses disclose only transactions with principals
and insiders.
The transactions used in the Willamette study differed almost completely from those used in the
Emory studies. Willamette included all transactions during the three years prior to the public
offerings and attempted 'to include only arm's length transactions.
Transactions involving company insiders and stock option transactions were eliminated unless there
was reason to believe they represented bona fide transactions for full value. Willamette also
excluded 'financial institutions, natural resource companies, offering prices less than $1.00, and
offerings including units or warrants.
Willamette computed the discount using two methods. First, the private transaction prices were
compared to the initial offering prices. Second, the price-earnings ratios of the private transactions
were compared to the IPO price-earnings ratios. The price-earnings ratio method was only used for
those transactions where meaningful earnings data were available.
Because the private transactions occurred up to three years before the IPO, Willamette made
adjustments to account for differences in stock market conditions between the time of the private
transaction and the initial offering. The private transaction prices were adjusted using an industry
stock price index. Private transaction price-earnings ratios were adjusted based on differences in
industry average price-earnings ratios.

II Willamette Management

Associates study, Shannon Pratt, Valuing !\
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Results of the twelve WiIIamette studies are summarized as follows:
Discounts Based on Transaction Prices

Time Period
1975-1978
1979
1980-1982
1984
1985
1986
1987
1988
1989
1990
1991
1992

Number Of
Companies

Number Of
Transactions

Median
Discount

28

59
30
185
94
75
NA
NA
NA
NA
68

64.3%
68.2%
68.2%
80.5%
61.3%
NA
NA
NA
NA
50.4%
39.1%
64.9%

11
98
53
39
NA
NA
NA
NA
38
75
86

152
216

Discounts Based on Prices-Earnings Ratios

Time Period
1975-1978
1979
1980-1982
1984
1985
1986
1987
1988
1989
1990

1991
1992

Number Of
Companies

Number Of
Transactions

Median
Discount

17
9
58
20
18
47
25
13
9
17
27
36

31
17
113
33
25
74
40
19
19
23
34
75

54.7%
62.9%
55.5%
74.4%
43.2%
47.5%
43.8%
51.8%
50.4%
48.5%
31.8%
52.4%

The median discounts based on transaction prices ranged between 39.1 percent and 80.5 percent,
with a midpoint of over 60 percent. Based on price-earnings ratios, the median discounts ranged
from 31.8 percent to 74.4 percent, with a midpoint in excess of 50 percent.
Willamette believes that, while both sets of discounts are useful, the discount based on priceearnings ratios represents a more accurate estimate for non-marketability discounts because it

l\ l.\:--':.\GE\[C\T
A c!,,%,on ot

~IOSS

y\l)\'[S()HY SEH\'IO',S

-26-

F IDATAIV AL IltEfORTSlALI 1096,DOC

,-\1)'; \IS II P

8fjp1
AFFIDAVIT OF MICHAEL S, BISSELL

AIA0029108

Non-Marketability Discount

eliminates the impact of changes in earnings and prices between the transaction date and the IPO
date.
The transactions included in the Willamette studies all involved companies which went public within
three years. Closely held interests in companies which have little or no prospect of going public in
the future would therefore be expected to require a higher discount for non-marketability than that
indicated by the Wi1Iamette studies.

Summary - Pre-IPO Studies
The Emory and WiIlamette studies provide strong evidence for discounts for lack of marketability.
The midpoint of the median discounts in the Willamette studies exceeded 50 percent. Average
discounts in the Emory studies were slightly lower, equal to 45 percent. This difference is not
unexpected given that the transactions used in the Emory studies occurred during the five months
preceding a public offering and would have reflected the likelihood of marketability in the near
future.
Higher discounts would generally be appropriate for minority interests in closely-held companies
which are not as financially sound and have little potential of going public in the future.

Court Decisions
Significant court decisions concerning non-marketability discounts are summarized in the following
table. The listed decisions all involved minority interests in closely-held companies unless noted.
We have excluded cases involving real estate and investment holding companies, financial services
firms, public utilities, and cases that dealt solely with majority interests.
Case Name!
Cite
Thomas D. Conroy
17 T.C.M. 21 (1958)
Estate of Orville E. Littick
31 T.C. 181 (1958)
North American Phillips Co.
21 T.C.M.1497 (1962)
Jack I. LeVant
45 T.C. 185 (1965)
Daniel H. Deutsch
26 T.C.M. 649 (1967)
Estate of Donald M. Hayes
32 T.C.M. 1102 (1973)
Bernard Miller
34 T.C.M. 1541 (1975)
Harold F. Stroupe
37 T.C.M. 280 (1978)

Case
No.
58-1
58-9

62-7
65-13
67-7
73-5
75-14
78-4

Nature of
Business
Electrical
components
Publisher
Electromechanical
equipment
Soaps, detergents
and cleansers
Biochemicals
Soft drink bottler,
leasing fairground
Manufacturing not stated
Supermarkets

-27-

Discount
30%
22.5%
68.7%
12%
87.5%

Comments
Resale restrictions,
OTCcompany
Binding buy/sell
agreement
3 year resale restriction,
NYSE company
2 year resale restriction,
NYSE company
Restrictions on receipt of
stock

25%
50%
40%
and
44%

Resale restrictions,
NYSE company
Resale restrictions, OTe
company,
2 valuation dates
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Case Name!
Cite
Carl N. Pehlke
37 T.C.M. 1088 (1978)
Estate of Bernard Kessler
37 T.C.M. 1851-11 (1978)
Estate of WilHam T. Piper, Sr.
72 T.C. 1062 (1979)
Rudolph M. Maris
41 T.C.M.127 (1980)
Campbell, Jr. v. United States
81-1 U.S.T.C., 9450
(Ct. Ct. 1981)
Louis B. Gresham
79 T.C. 322 (1982)
Estate of Sophia P. Brownell
44 T.C.M. 155() (1982)

Case
No.
78-14
78-26

Discount
31.4%
48.2%

Comments
ResaJe restrictions,
OTC company
Resale restrictions,
NYSE company
- Restricted, NYSE co. closely held co.
Wholesaler agreement
transfer restrictions
Resale restrictions,
OTCcompany

12% 35%

80-17

Investment co., light
aircraft
Beer distributor

81-11

Electronics services

43%

82-19

Not stated

33-1/3%

82-30

Forest products

3.6%
33-1/3%

Estate of Frederick P. Stratton
45 T.C.M. 432 (1982)
Estate of Robert M. Hall
46 T.C.M. 479 (1983)

82-33

Engines and locks

25%

83-9

Pharmaceuticals

80%

Steinberg v. Commissioner
85-1 U.S.T.C. , 9377 (1985)
McDonald v. Commissioner
85-2 U.S.T.C. ,9494 (1985)
Estate of Mark S. Gallo
50 T.C.M. 47() (1985)
The Northern Trust Co.
87 T.C. 349 (1986)
Estate of Saul R. Gilford
88 T.C. 38 (1987)
William O. Adair
54 T.CM. 705 (1987)

85-4

Not staled

33-113%

85-6

Not stated

30%

85-8

Winery holding
company
Asphalt paving

36%

33%

87-12

SCIentific
instruments
Not stated

88-10

Chemical products

30%

89-4

Oil and gas
production and
distribution
Publishing

25%

Swing voting stock and
nonvoting stock

10%

Company had stock
repurchase history
Majority and minority
interests

Reilly v. Commissioner
88-2 U.S.T.C. "113,782 (1988)
Estate of Clara S. Roeder Winkler
57 T.C.M. 373 (1989)

79-22

Nature of
Business
Electronic
equipment
Merchandising chain

86-14
87-2

89-5
Estate of Edwin Wallace Neff
57 T.CM. 669 (1989)
90-10
Broadcasting and
Estate of Elizabeth B. Murphy
publishing
60 T.C.M. 645 (1990)
Source: Federal Tw; ValuatIOn Digest. 19911[995 Cumulatiye Edition

30%

2 year resale restriction,
OTCcompany
- Salable - Rule 144
- Resale restrictions
(NYSE company)
Resale restrictions
10 year release period,
NYSE stock pledged as
coIJateral - loan default
2 year resale restriction,
public company
2 year resale restriction,
NYSE company

25%

0%
15%
30%

20%

Resale restrictions,
OTCcompany
- 0-6 months to resale
- 6-12 months to resale
- 12+ months to resale
(OTCco.)

The foregoing court decisions reflect different types and sizes of ownership interests, and they span a
long time period. The levels of non-marketability discounts in court decisions have historically
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Jagged behind available data for actual market transactions, such as the previously discussed letter
stock and Pre-IPO studies. In more recent
discounts for restricted marketability.

decision~,

the courts are beginning to recognize higher

Using court cases to indicate an appropriate discount for lack of marketability is complicated by
unique facts and circumstances in each case and the need to interpret court decisions to determine
the weight given to lack of marketability. As a result, court decisions are not considered to provide
strong evidence for the magnitude of discounts for restricted marketability. We gave no weight to
court decisions in arriving at an appropriate non-marketability discount for the subject Company.

Summary of Evidence
The average discounts found in the letter stock and Pre-IPO studies are summarized as follows:
Study

Average Discount
35%

Letter Stock Studies
Pre-IPO Studies:
Emory Studies
Willamette Studies

45%
Over 50%

The discounts from the Pre-IPO studies are somewhat larger than in the letter stock studies. This
result is to be expected given that the letter stocks studied were nearly certain to become marketable
on a major stock exchange within a limited period of time.
The private transactions used in the Emory studies, while considered to reflect the likelihood of
marketability in the near future, did not reflect the certainty of such liquidity. Even with a good
prospect of going public, these stocks also faced significant uncertainty with respect to market
pricing.
Discounts in the Willamette studies were slightly higher than in the Emory studies. The transactions
used in the Emory studies occurred during the five months preceding a public offering and would
have reflected the likelihood of marketability in the short term. Most of the transactions analyzed in
the Willamette studies did not reflect the likelihood of marketability.
Minority interests in closely held companies are generally less marketable than the restricted stocks
involved in the letter stock studies and the stocks involved in the Emory studies. Court decisions
generally lag behind the market data and are not considered as useful in determining an appropriate
discount. The Willamette studies provide good evidence of the discount for lack of marketability for
minority interests in closely held companies, most which have little or no prospect of becoming
marketable in the near future.

i\f.\:'\t\GLvlE.yr Am'[<;oRY SEHVICL'>

-29-

F'lOATAIVALIR.EPORTSlAlA10%.OOC

.\ ch"ihion of MOSS.,\I)AMSllJ'

AFFIDAVIT OF MICHAEL S. BISSELL

AIA0029111

Non-Marketability Discount

Selected Non-Marketability Discount
In our opinion, the non-marketability discount applicable to a minority interest in the Company's
stock is lower than the midpoint discount indicated in the Willamette studies because the ESOP has a
"put" option for the redemption of shares by the Company, the financial condition of the Company,
and the relatively low level of stock in the ESOP compared to the total number outstanding.
We conclude that a non-marketability discount of 30 percent is appropriate in this instance.
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Concluded Valuation
We used the Income and Market approaches in the valuation. A summary of the valuation analysis
follows:

Indicated

Value
Concluded Income Approach

$ 2,436,000

Concluded Market Approach

000

CONCLUDED AGGREGATE MINORITY VALUE
Based upon our investigation, premises and analyses, it is our opinion that the fair market value of the
common stock of the Company on a minority interest basis is as follows:

TWO MJLUOt! FOUR HUNDRED THIRTY-SIX THOUSAND DOLLARS
($2,436,000)

ONE DOLLAR AND NINETY-FIVE CENTS PER SHARE
($ 1.95/Share)
.
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Description of Management Advisory Services

Management Advisory Services (MAS) is a division of Moss Adams LLP providing a variety of
valuation, consulting and educational services to major corporations, financial institutions, business
owners, trade associations and legal and accounting firms, Areas of expertise include appraisals of
closely held businesses and intangible assets (such as, patents, licenses, copyrights), general business
consulting, and business and strategic planning,
Several of our consultants are qualified as expert witnesses and each member of our professional
staff has a minimum of an MBA. Other qualifications include Chartered Financial Analyst (CFA),
Accredited Senior Appraiser, American Society of Appraisers (ASA), Certified Financial Planner
(CFP), Certified Management Consultant (CMC), and Certified Public Accountant (CPA),

1\1,-\ '.\(;I·::\IE:--T
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Qualifications
Qualifications of Valuations Consultants
Dennis H. Locke

Mr. Locke is a Principal of Management Advisory Services and has been active in business valuation,
capital planning, and financial analysis since 1981. He received an MBA from Seattle University and a BA
in Finance from the University of Washington. He is a Chartered Financial Analyst (CFA) and an
Accredited Senior Appraiser in Business Valuations with the American Society of Appraisers (ASA). He is
also a former president of the Seattle Chapter of the American Society of Appraisers. He is also a member
of the Seattle Society of Financial Analysts, the Institute of Chartered Financial Analysts, and has testified
as an expert witness. He has been published in a national journal on the subject of patent valuations and has
lectured on valuation and fmancial analysis before relevant professional groups.
David A. Duryee

Mr. Duryee is a Principal of Management Advisory Services (MAS), a division of Moss Adams LLP, and
has been active in business appraising, consulting and [mancial tntining for 20 years. He received his BA
and MBA from the University of Washington in [mance and has diplomas from the College for Financial
Plarming, Pacific Coast Banking School, and the American Institute of Banking. He is an Accredited Senior
Appraiser, American Society of Appraisers, and a Certified Financial Planner. Mr. Duryee is the author or
co-author of several books, including "Financial Management for the Closely Held Business," "Valuing an
Automobile Dealership," "Small Business Banking, Assessing Needs and Establishing Strategies," "A
Business Owner's Guide to Financial Success," and "Financial Management of an Automobile Dealership,"
as well as numerous articles in trade publications. He is a nationally known lecturer to business owners,
bankers, and professionals, and is an experienced instructor at graduate banking schools. Mr. Duryee sits
on the boards of several corporations and is a qualified expert witness in both state and federal courts on
matters pertaining to valuation and finance. Professional memberships include the American Society of
Appraisers, Institute of Certified Financial Plarmers, Institute of Business Appraisers, and International
Association for Financial Planning.
Mark C. Tibergien

Mr. Tibergien is a principal of Management Advisory Services, a division of Moss Adams LLP, with
responsibilities in training, consulting, valuation and managing the Personal Finance Network on behalf
of the firm. He has been working with public and private companies on matters related to business
valuation, financial management, corporate [mance, investor relations, investment research, and strategy
formulation since 1973. He was president of Management Advisory Services, Inc. pnor to its merger
with Moss Adams in January 1994 and a writer for Investment Dealers' Digest in Chicago. Prior to
joining MAS, he was a vice president, director of Willamette Management Associ.ates, Inc. an
investment management and research firm headquartered in Portland, Oregon. He received his education
from Bay de Noc College in northern Michigan and the University of Wisconsin, Stevens Point. He has
been a director of numerous businesses and organizations and served as President of the Western
Washington Chapter, International Association for Financial Planning (IAFP); Chairman of the
Northwest Regional Council of IAFP; and an elected member of the IAFP National Executive
committee. He is active in a number of Seattle community efforts, including Vice President Membership of the Rotary Club of Seattle, the largest Rotary Club in the world. He is a nationally
known speaker and workshop leader for business groups, financial planners, and other professional
associations.
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Qualifications
Michael E. Gocke

Mr. Gocke is a Partner of Moss Adams LLP and has been providing valuation, litigation and tax services
since 1974. He received an MBA from Pacific Lutheran University, a MS (Taxation) from Golden Gate
University, and a BS in accounting from California State University at Sacramento. He is a CPA and CFP.
He taught part-time for nine years at Pacific Lutheran University in Taxation and Personal Financial
Management. He has also taught continuing education classes for the Washington Society of CP As,
Washington State Bar Association, Washington State Trial Lawyers Association, and Medical Group
Management Association. He is a co-author of five books and co-editor of six books. He has been admitted
as an expert witness in Federal court, and Oregon and Washington state courts. Professional memberships
include the American Institute of CPAs, Washington Society of CPAs, Institute of Certified Financial
Planners, the American Society of Appraisers and the Institute of Business Appraisers.
John W. Kaiser

Mr. Kaiser is a Manager in the business valuation practice of Management Advisory Services. He has been
active in business valuation for seven years, the last three years in a management capacity. He has
appraised businesses in a wide variety of industries for merger and acquisition, ESOP, estate and gift tax,
litigation, and other corporate purposes. Mr. Kaiser has an MBA in Finance from the University of
Chicago, and an MS and BS in civil engineering from Purdue University. He is a candidate in the American
Society of Appraisers. Prior to becoming a business valuation consultant, Mr. Kaiser worked in engineering
consulting for seven years.
Martha Leredu
Ms. Leredu is Director of Research Services for Moss Adams LLP, responsible for managing firmwide
research and information needs for 16 offices as well as Moss Adams clients. She has a BA in
Anthropology from George Washington University, Washington, D.C., and a Master's in Library Science
from Catholic University of America, Washington, D.C. Prior to joining Moss Adams, she spent 10 years
in academic medical and hospital libraries including the veterans Administration Medical Centers, Seattle,
WA, and Washington, D.C., and Yale University, New Haven, Connecticut. Ms. Leredu is a member of the
Special Libraries Association.

Diane T. Anderson
Ms. Anderson is a Senior Consultant in the business valuation area for Management Advisory Services. She
has a BA degree in Business Administration from Washington State University where she was elected to
Phi Beta Kappa, and has certificates from the American Society of Appraisers for coursework completed.
She has been active in business valuation and corporate financial management since 1981. Prior to joining
MAS, she was the Financial and Administrative Manager for Norcom Systems, Inc., a banking software and
hardware firm in Bellevue, Washington.
Duncan Morton, ill

Mr. Morton is a Financial Analyst in the business valuation area for Management Advisory Services. He
has a BA in History from the University of North Carolina - Chapel Hill, a Masters of Science in
Management from Georgia Tech, and is a candidate in the CFA program. Prior to joining MAS, he was in
commercial real estate in Atlanta, Georgia, working in sales and leasing of business park and industrial
properties.
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1.100
39.507
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8,620
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1,125
0
50,832

1.7%
59.4%
0.3%
13.0%
0.4%
1.7%
000/,
765%

169
46.749
267
8,322
148
1,026
0
56,681

02%
66.9%
0.4%
11.9%
0.2%
00%
811%

1,162
3
583
0
2,582

2,561
1,738
1,419
0
5,717

3.9%
26%
21%
00%
86%

119
2,343
1,419
0
3,881

02%
3.4%
20%
0.0%
5.6%

0
0
0
808
808

0.0%
0.0%
0.0%
13.4%
13.4%

181
181

Accumulated DepreeiatJon (-)
Net Fixed Assets

(1,681)
4,037

{25%l
61%

(2,397}

1,484

(3.4%J
2.1%

0
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00%
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Deferred Policy Acquisition COSIS
Cost ofJnsurance & Ueen= Acq
Net asselS to be dIsposed
Total Non-Cummt Assets

6.451
5.144
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7.70/,
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17.4%
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4,266
0
11,749
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2,662
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Policy BeDefits &:. Other LlabilitJes
Unearued Commissions
AceounlS Payable &:. Accrued Expenses
Total Current Llabihties

0
49.795
1.121
5,247
56,163

O.w.
74.9"1.
170/,
7.9%
84.5%

0
53,656

0
0
766
1,791
2.557

00%
000/,
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59.801

0.0%
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Deferred Taxes
Long Tenn Debt-ShMeholder Redemp.
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0
0
5,303
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0
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0
0
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0.0%
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56%

1,841
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63,685
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Series C ConvertIble Preferred
Common Stock
PaId-In Capital
Treasury Stock(-)

Unrealized gain/(Iosses) on securities
Retained Earnings
Total Equity
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15%
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0
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6.5'Y.
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01%
19.2%

1.17S
254

0.1%

3
418
336
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9.6%'
0.00/,
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~270/,

.96%
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0
0

0

0

Percent
35.2%
7.6%
0.5%
28.7%
0.1%
12.50/,
10,00/,
94.6%
0.0%
0.0%
0.0%
5,4'1
5,4%
0.05i
5.4%
0.0%
0.00/,

O.Ol1r
0.00/,
100.0%

0
0
646
3,218
3,864

0.00/.
00%
193%

96lo/,
115.6%

304%
000/,
,10.0%

842
0

00"10

2,445

00%
40.40/,

7.125
7,063
15,029

25.2%
00%
00%
213.2%
2113%
4491%
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82.6%

18,894
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0
1,033
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(1.244)
(493)
(920)
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510"1.
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00%
17.1%
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Audited
1213111992

Audlted
1213111993

0.91
(5,332)
·8.51%

0.95
0.92
(3,120)
·18.51%

25
0.18%

12.30
12.30
12.30
12.30
58,686
1.07
0.13

10.22
1022
10.22
10.22
15.735
1.07
013

4.76
4.76
4.76
476
14,036
0.98
-0.44

11,081
099
-19.77

NlA

NlA
16373%

-73.09%
-7163%
35.98%

-1829%
-12320%

-20.170/,
6758%

NlA

N/A

43.10%

19.47%

N/A
N/A
NfA

NlA
NlA
N/A

100.00%
9307%
693%
6.32%
495%

10000"/0
9192%
8.08%
6.66%
9.78%

10000%
99.54%
0.46%
-1.89%
-35.34%

100.00%
95.63%
4.37%

0.94

0.24
41470"..1,
11.36
1.61%
18.04%
180 19

2.28
4394%
17.04
-4.31%
-24.81%
30.80

3.29
30.39%
60.73
-2.53%
N/A
31.86

Audited Draft Audited
1213111994 12I31fl995

Liguidl~

Current Ratio
Quick Ratio
Working Capital
Working Capital (% of sates)

0.88

1.01
078

082
0.62
(703)
-6.39%

Safe~

Debt to Equity
Debt to Equity wI Intangibles
Debt to Equity (wI Sub &; SH Debt)
Debt to Equity (wi Sub Debt only)
Break-Even Sales
Actual SalesIBreak-Even Sales
ZFactor
Growth
Annual Sales Growth
Annual Pretax Incorne Growth
Sustainable Growth-Same OIW
Sustamable Growth-Sid DIW
Sustainable Growth-No New nebt

Pl'ofitabllltr
Gross Profit Margin
Operating Expenses
Operating Profit Margin
Pre-Tax Profit Margin
Net Profit Margin

Balance Shed Maosgtmeut
Sales to AsselS
Assets to Sales ('Yo)
Sales to Net Fixed Assets
Return On Assets
Return On Equity
AIR Collection Period (Days)
Inventory Turnover (Day.)
AlP hyment Period (Days)
Financinl!
Notes hyable to Sales
EB!TlInterest
Prmcipal &; Interest Coverage
Notes hyable to AIR
Notes Payable to Inventory
L.T. DebUNet Fixed Asser.s
L. T. nebt (wI Sub)/NFA
Debt Service Coverage
EBITDA to nebt Service

106.09%

1552
5.96%
7924%
50.23

NlA
NlA
NlA
NlA

-Q.77%

-96.85%

NfA

NlA

NfA

N/A

0.00

000

0.00

0.00

000"/0
11.42

0.00%
5.72
572
0.00%

0.00%
IUS
0.85
0.00%
464.98%
4399.29%
N/A
NtA

N/A

NfA

97.79%

172.83%
172.83%

0.00%
019
0.19
0.00%
NlA
22766%
227.66%

NlA
Nth

N/A
NlA

NlA

0.00"10
97.79"10
N/A
NfA
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Net Profit After Tu
Plus: DepreciatIon & Amortization
Non-Recuning (Gams)ILosses
Income Statement Cash Flow
Accounts Receivable - Deer.(Iner.)
Inventories - Deer.(lner.)
Pn:l'aids - Deer.{Iner.)
Other Receivables - Decr.{Incr.)
Other Current Assets - Deer.(lncr.)
Accounts Payable -lncr.(Decr.)
Accrued Expenses - Incr.(Decr.)
Taxes Payable -lncr.(Decr.)
O1her Current Liabilities -\ner.(Deer.)
Other Non-Current Liabilities - Incr (Deer.)
Operating Cash Flow
Marketable Securities - Deer.(Iner.)
Long Term Investments - Deer.(lner.)
Land & Fixed Assets - Deer.(lner.)
Non-Recurring Gains(Loss)
Intangible Assets • Deer.(1ner.)
Other Non-Current Assets - Decr (Incr )
Investing Cash Flow
Cash Flow Before Financing
Notes Payable· Incr (Deer)
Long Term Debt - Incr.(Decr.)
Debt Financing Casb Flow
Capital Stock - lner (Decr )

DivJ(jend. and Draws
Adjustment to Retained Earnings
Equity FlOancrng Cash Flow
FinlUlcing Cash Flow
B.:gmning Cash
Operating Cash Flow
Investmg Cash Flow
Financing Cash Flow
Compn:henslVe Cash Flow
Ending Cash

Historical Cash Flow ($000)
Audited

Audited Dn1ft Audited

12131/1993

12131/1994

12!l1l1995

1,648

(4.868)

(Hl,650)

0

0
4,658
(210)

0
!O,612
(3&1

298
0
99
138
(13)
48
0
(36)

7,160
0
443
145
261
(3,504)
0

202
0
165
0
(345)
1,427

(715)

3,590

(604)
(120)

0
4,871

(53,740)
0
(50,161)

(7,242)

46,314

0

2,553
840
0

0
675
(4,658)
0

(154}

9087

(4,003)

51,419

2,662
(7,142)

869

1,258

608

0
(l.l8J)
(l,38J)

0
(724)

0
6,126
6,126

28

190

939

0
[4441
(416)

0
(500)

(67)
(6,824)
(5,952)

(1.799)

(1,034)

1,100

169

393

4,871
(4,003)
(1,799)
(931)

(50,161)
51,419
(1,034)
2:24

7,750
(7,142)
174
782

169

393

1,175

(840l

808

(724)

(310)
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EXHIBIT 5
AIA SERVICES CORPORATION
WEIGHTED AVERAGE COST OF CAPITAL (WACC)

Weifhted AV!i[ilf~ C2~t Qf CaRital (W ACe}
WACC=(

DN

x

Kd

x

(1.1')

)+(

FJV

x

Kel

WACC=(

77.7%

x

8.6%

x

60.7%

)+(

22.3%

x

55.0%

where:
WACC =: weighted average cost of capital
DN ratio of interest bearing debt capital to total invested capital
EN = ratio of equity capital to total invested capital (= 1 - DN )
Kd = cost of interest bearing debt capital
Kel = levered cost of equity capital (see CAPM equation)
T = marginal tax rate

=

77.7%
22.3%
8.6%
55.0%
39.3%

)=

16.30%

Note 1
Note I
Note 2
See below
Note 3

CaRital As~~t fCl:inf Mod~1 (CAPM)
Kel=

Rf

+(

BI

x

Re

)+

Rs

+

Rc

Kel=

6.1%

+(

4.77

x

7.4%

)+

3.6%

+

10.0%

BI=:

Bu

xC

+

(I - 1')

x

Bl=

1.53

x(

+

60.7%

x

»=

4.77

55.0%

and

where:
Kel = levered cost of equity capital
B I =: levered "beta"
Rf =: risk free rate
Bu unlevered "beta"
Re =: equity risk premium
Rs = small stock risk premium
Rc =: subject company risk premium
DIE = ratio of interest bearing debt capital to equity capital

=

DIE
3.49

»

6.1%
1.53
7.0%
4.0%
10.0%
3.49

Note 4
Note 5
Note 6
Note 7
Note 8
Computed

~

1.
2.
3.
4.
5.

Equal to Company's actual ratio as of valuation date.
Equals weighted average of interest rate of outstanding debt
Combined state and federal income tax rate
Long-term 2D-year Treasury Bond 30-day average rate as of valuation date.
Equal to unlevered equity beta for public companies in SIC 6324 (hospital and medical
service plans) as published by Ibbotson Associates in Cost of Capital Quarterly.
1925 Yearbook, Ouarterly Supplement December 1995.
6. This represents the premium demanded by investors in equity securities over and above the
risk free rate as published by Ibbotson Associates in Stocks, Bonds, Bills & Inflation (SBB1)
1295 Yearbook,
7. This represents the premium demanded by investors in small capitalization stocks (under
$500 million) over and above the premium demanded by equity investors, as published by
Ibbotson Associates in SBBl 1995 Yearbook.
8. Estimated additional risk: premium that would be demanded by investors In subject Company.
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EXHIBIT 6 - PAGE 1

AlA SERVICES CORPORATION

DISCOUNTED CASH FLOW ANALYSIS· MINORITY INTEREST BASIS
($000)

1996
Commissions
Administrative Fees
Sales
Less: Operating Expenses:
• Adjusted Operating Expenses (Debt Free)
- Depreciation & Amortization
- Total Operating Expenses
Operating Income
Other Income (Expense) - Excluding Interest Expense
Adjusted Earnings Before Interest & Taxes (BBIT)
Less: Income Taxes on EBIT
Adjusted Net Income (Debt Free)
Add Back:
+ Depreciation & Amortization
Subtract (Add):
Universe Expense Receivable •
Payments for Reorganizaton Taxes

1998

1997

7,575
3.014
$10,589

12.094
3,450
$15,544

13,896
3,834
$17,730

8,228
115
8,343

10,762
115
10,877

11,500
115
11.615

2,246

4,667

6.115

2.246
882
1,364

4,667
1,833
2.834

6.115
2,402
3.713

115

115

ll5

276

252

50
$2,623

50
$3,526

358
74

b

276

Fees Due Centennial C

55

Sales Tax Audit d
Advanced Commissions·

144

College Advantage Agency Payroll r
- Capital Expenditures
Free Cash Flow (Debt Free)

69
46
$457

Notes:
• Advanced money for working capital to cover accounts payable and operating expenses incurred related
operating expenses incurred related to Campanero management team.
b

Taxes related to mark-up of assets in reorganization of AIA Services Corp.

d

Administrative fees that should have been trasferred to Centennial.
Retroactive payment of taxes related to software AIA leased.

e

AIA repaying trusts for advanced commissions error discovered in final accounting.

C

r Attributable to settlement with Reed Taylor.

-40-
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EXHIBIT 6· PAGE 2

AlA SERVICES CORPORATION
DISCOUNTED CASH FLOW ANALYSIS· MINORITY INTEREST BASIS
($000)

1996
$457

Adjusted Free Cash Plow

1998

1997
$2,623

Residual Capitalization Rate

$3,526
16.3%

$457

$2,623

$21,633

0.5
0.9273

1.5
0.7973

1.5
0.7973

$424

$2,091

$17,248

Future Value of Adjusted Free Cash Plows
Number of Periods Deferred
Present Value Factor
Indicated Total Equity Value (Operating)

•

DISCOUNTED CASH FLOW SUMMARY
Present Value of Years 1996 & 1997
Present Value of Residual
Indicated Total Capital Value

$ 2,515,000
17,248,000
19,763,000

Less: Interest Bearing Debt b

(9,873,000)

Less: Net liabilities to be disposed C

(7,063,000)
2,827,000

Indicated Minority Interest Value

653,000

Net Operating Loss Carryforward d

3,480,000

Indicated Minority Interest Value
Non-Marketabili ty Discount

@

30%

Concluded Income Approach Value

70%

$ 2,436,000
1,249,548

Fully-Diluted Shares Outstanding'
Value Per Share

$

1.95

Notes:
• Residual capitalization rate assumes 0.0% growth.
h

C

Represents mortgages, notes payable, shareholder redemption,
and preferred stock
Net liabilities to be disposed, as shown in audited
statements as of December 31. 1995.

d

See Exhibit 12.

•

Comprised of 1,079,520 common shares and 170,028 shares of converted preferred shares
based on the formula provided in the 1995 audited financial statements whereby
each preferred share converts into the number of common stock that equals .0000693%
of the common stock on a fully diluted basis at the effective date of exercise

-41-
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Exhibit 7

I. PrlctlEarnIngs (PIE}

D=her,19'S

1"6
Average

Price Range

Selected Companies

ARTHUR r. GALLAGHER & CO.
EW BLANCH HOLDING. INC.

32.63

HlLB. ROGAL. & HAMILTON CO
POE& BROWN.INC.

Price

38.00

35.31

13.25

23.38
14.38

22.31
13.81

24.00

25.25

24.63

.

21.25

Earnings
Proj.dioD
12.35
13.44
15.18

Average Ratios

PRICE-TO-EARNINGS RATIOS:
Gtest3-Yr.
Latest
Latest
Weighted
UMooths FIscal Year
Averale

13.13

12.89

16.66
16.05
14.45

13.46

15.07

13.13
16.66
16.05

Latest 3-Yr.
Straight
Avera;e

14.72

J5.61

17.89

18.&6

17.11

18.07

14.45

16.13

17.60

15.07

16.46

17.53

• Excluded from average.
NOlo 1:

nos:

December. 1995
Price RaolZe

Selected Comeanles

32.63
21.25
13.25
24.00

ARTHUR 1. GALLAGHER & CO.
EW BLANCH HOLDING. INC,
HILB. ROGAL, & HAMILTON CO
POE & BROWN, INC.

38.00
23.38

14.38
2525

Average
Price
35.31
22.31
13.81
24.63

A ventge Rail...

PRICE-TO-CASII FLOW RA
Latest J. Yr.
Latest
Latest
Weighted
12 Months FlsC2l Year
Averali:
11.01

11.01

13.00

13.00

12.98
10.04

12.98
10.04

12.08
14.58
1360
10.79

n.76

11.76

12.77

Latest J·Yr.
Straight
AveraE"
12.61

15.64
14.14
11.38
13.44

• Excluded from average.
Note I: Cash flow is defined as net income after tax plus depreciation and amortization..

III. Market Value orIn vested CapltallRevenue (MVICIR)
Market Value ($000)
Debt &
Preferred
Invested
Stoclc
Capital
Selected Companies

~

ARTHUR J. GALLAGHER & CO.
EW BLANCH HOLDING, INC.
HILB. ROGAL. & HAMILTON CO
POE & BROWN, mc.

544731
303227
J89816

213&03

----o
5432
13505
8791

544731
308659

203322
222594

A verage Ratios

MARKET VALUE OF INVESTED CAPITAL·TO·
REVENUE RATIOS:
Latest3.Yr. Latest 3·Yr.
Latest
Weighted
Straigbt
Latest
12 Moolhs FIsC2l Year
Average
Avera~e
1.32
3.25
L37
2.09

1.32
325
2.09

1.4\
3.62
1.41
2.15

2.01

2.01

:US

1.37

1.46

3.85

1.42
2.18

2.23

• Excluded from average.

IV. Market Value of Invested CapltallDebt·F..... Cash Flow (MVIClDFCF)
Market Value ($000)
Debt&:
Preferred
Invested
Stock
Selected Companies
~
~
ARTHUR 1. GALLAGHER & CO.
EW BLANCH HOLDING. INC.
HILB, ROGAL. & HAMILTON CO
POE & BROWN, INC.

544731

303227
189816
213803

----0
5432
13505
8791

544731
308659
203322
222594

Average RlIUos
• Excluded from average.
NOIe I: Debt·free cash flow is defined

lIS

MARKET VALUE OF INVESTED CAPITAL-TO·
DEBT·FREE CASH FLOW RATIOS:
Latest 3-Yr. tatest 3·Yr.
Lat",,!
Latest
Weighted
Straight
12 Monlhs Fiscal Year
Average
Average

10.94
13.11
13.59
9.10

10.94
13.11
13.59
9.10

11.86
14.68
14.10
9.57

12.30
15.71
14.56
9.96

11.69

11.69

12.55

13.13

net income after tax plus depreciation. amortization, and interesl expens: net of income taxes.
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Exhibit 8

AlA SERVICES CORP.
FINANCIAL DATA OF SELECTED PUBLICLY TRADED GUIDELINE COMPANIES
Arthur 1.
EWBlancb
Hilb. Rogal Poe &; Brown.
Gallagher &. Co Holding.Inc. Hamilton Co.
Inc.
J2I31195
12131/95
12131/95
12131195

Statement Dale

AVERAGE

AlAServic..
Corp.
12131/95

Size ($000)

Revenues
Tolal Assets
Shareholder Equity
Pre-Tax Income'

411.998
495,794

94.936
497.413

118.142

66,679

62,865

29.790

148.147
163,249
56,646
19.597

106.365
ISl,12J
54,412
23,329

190.362
326,&94

10.997

73.970

3,342
(15.551)

33,895

(84)

fmDflIhlllb: BalillS
15.3%
14.6%
53.2%
35.3%
36.0%
0.0%

31.4%
33.4%
44.7%
29.8%
21.6%
0.0%

13.2%
11.9%
34.6%
69.4%
69.6%
0.0%

21.9%
18.5%
42.9%
28.0%
30.3%
0.0%

20.45%
19.61%
43.84%
40.64%
39.38%

Ih[~ta[ CgmSHlUnd G[~l!lhll
10.3%
Revenues
15.0%
Pre-Tax Income

21.2%
17.4%

2.3%
22.5%

4.3%
33.7%

9.50%
22.16%

Pre-Tax Income/Sales
- Three;Year Average
Pre-Tax Income/Cquily
Oi videndslNet Income
- Three- Year Average
Gross Margin

0.00%

-0.8%
1.3%
0.5%
-0.6%
-0.2%
0.0%

-19.2%
NIM

LIQ1!IIIIb: Bad!l.1
Current Ratio
Quick Ratio
I~~Itr!l:f

1.0
0.7

1.8

0.9

1.I

0.7

0.7

1.0

1.2
0.8

0.6

3.2
0.1

6.S
0.0

1.9

0.2

1.8
0.1

3.3
0.1

·1.2
-1.0

2.1

20.9
NIA

3.6

1.9

7.1

11.5

N/A

N/A
9.9

N/A

N/A
-15.6

0.8

Bad2S

Total OebVEqull;y
Long·Term DebtlEquity

Ami Minactms:nt KaUtts
Receivables Turnover
Inventory Turnover
SalesIWorldng Cnpital
SaleslEquity
SaJes/Net Fixed Assels

N/A

23.1
3.5
18.2

8.3

-17.0

6.1

1.4
101

2.6

2.0

2.4

-0.7

10.8

10.2

12.3

60.8

• See nOles on Exhibit 7 for adjustments to earnings for comparable companies.
Note Chent eornings adjustments. if any needed for comparison purposes.
• Latest three fiscal years.
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1992

Fiscal Year Ended 12/31
Sales·

~

l>

AIA SERVICES CORPORATION
EARNINGS ANALYSIS - MlNORITY INTEREST BASIS
($000)
%

$62,645

100.0%

0
S3,960

1993

%

1994

$16,859

100.0%

0.0%

0

0.0%

6.3%

S1,123

6.7%

(S261)

6.3%

$1,123

6.7%

(S261)

$13,775
0

%
100.0%
0.0%

1995
$10,997
0

-1.9%

(S84)

-1.9%

($84)

%

100.0%
0.0%
-0.8%

!:O

~

r.r:
~

Tj

~
1')

-<

Pre/.aX Income
Income Tax (Effective Rate)

$3,960
b

(1,555)

39.3%

(441)

39.3%

98

37.5%

21

-0.8%
25.0%

Adjusted Net Income

S2,405

3.8%

$682

4.0%

($163)

-1.2%

($63)

-0.6%

Additional Data:
Adjusted Pre· Tax Income
Add: Interest E"pense
Adj. Earnings Before Interest & Taxes (EBlT)

$3,960
380
4,340

6.3%
0.6%
6.9%

$1,123
238
1,361

6.7%
1.4%
8.1%

($261)
324
63

-1.9%
2.4%
0.5%

($84)
565
481

-0.8%
5.1%
4.4%

[2

t

Add: Depreciation & Amortization
Adjusted Earnings Before Interest, Taxes,
Depreciation & Amortization (EBITDA)
Less: Other Income (Expense), Net

0

0.0%

895

5.3%

1,031

7.5%

2,560

23.3%

4,340
0

6.9%
0.0%

2,256
0

13.4%
0.0%

1,094
0

7.9%
0.0%

3,041
0

27.7%
0.0%

Adjusted Cash Flow (Debt Free & Pretax)

$4,340

6.9%

$2,256

13.4%

$1,094

7.9%

$3,041

27.7%

As reported in financial statemenls.
At stale and federal corporale income /.aX rales .
."
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EXHIBIT 10

AlA SERVICES CORPORATION
FREE CASH FLOW ANALYSIS - M.INORlTY INTEREST BASIS
($000)

Projected 1996
($OOO's)
%

Adjusted 1995
($OOO's)
%

SIO.997

100.0%
0.0%

$10,589
0

0.0%
0.0%

10.991

100.0%

10.589

100.0%

7.956
2,560

72.3%
23.3%

&,228
115

0.0%
0.0%

10.516

95.6%

8,343

78.8%

481

4.4%

2.246

21.2%

o

0.0%

0

0.0%

Adjusted Earnings Before Interest &: Taxes (EBID
Less: Income Taxes on EBIT (Effective Rate)

481
189

44%
39.3%

2.246
882

21.2%
39.3%

Adjusted Net Income (Debt Free)

292

2.7%

1.364

12.9%

2.560

23.3%

115

1.1%

0.0%

358

3.4%

0.0%

74

07%

0.0%
0.0%

276
55

2.6%
0.5%

0.0%

144

1.4%

0.0%
0.0%
25.9%

69
46
$457

0.7%
0.4%
4.3%

Sales
Less: Cost of Sales - Excluding Depreciation

o

Gross profit
Less: Operating Expenses:
Adjusted Operating Expenses (Debt Free)
Depreciation &: Amortization
Total Operating Expenses
Operating Income
Other Income (Expense) - Exclucfmg Interest Expense

Add Back:
+ Depreciation &: Amortization
Subtract (Add):
Universe Expense Receivable'
Payments for Reorg:mizatoil Taxes b
Fees Due Centennial'
Sales Tax Audit"
Advanced Commissions •
College Advantage Agency Payroll r
CapItal Expenditures
Fr•• Cash Flow (Debt Free)

$2,852

Notes:
• Advanced money for working capllallO cover accounts payable and operating expenses incurred related
operating expenses incurred related to Campanero management tellIll.
• Taxes relnted to mllIk-up of assets in reorganization of AlA Services Corp.
, Administrative fees that should hnve been trasferred to Centennial.
d Retroactive payment oftaxes related to soflWnre AlA lensed.
• AlA repaying trosts for advanced commiSSIOns error discovered in final accounting.
f Attributable to settlement with Reed Taylor.
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Exhibit 11
AIA SERVICES CORP.

MARKET APPROACH SUMMARY· MINORITY INTEREST BASIS
I. Price/Earnings (PIE)
Adjusted
a
Net Income
Year
$1,364,000
Earnings Projection
(63,000)
Latest Fiscal Year
24,000
3-Year Weighted Average Earnings
3·Year Straight Average Earnings
152,000
Average Indicated Equity Value
* Not meaningful indicat?r included in average as zero.

x
x
x
x

Selected
PIE Ratio·
5.8
6.5
7.1
7.5

:::
:::
:::

:::

Indicated
Value
$7,911,000

NIM

*

170,000
1,140,000
$2,305,000

II. Price/Cash Flow (p/CF)
Year
Projection 1996
Latest Fiscal Year
3-Year Weighted Average Cash Flow
3- Year Straight A verage Cash Flow
Average Indicated Equity Value

$

Cash
Flow'
1,479,000
2,497,265
1,544,000
1,647,000

x
x
'0

x
...x.

Selected
P/CF Ratio·
4.9
5.1
5.5
5.8

:::
:::

Indicated
Value
$ 7,247,100
12,736,000
8,492,000
9,553,000
$9,507,000

Ill. Market Value of Invested Capital!Revenue (MVICIR)
Year
Projection 1996
Latest Fiscal Year
3-Year Weighted Average Earnings
3· Year Straight Average Earnings
Average Indicated MVIC Value
Less: Interest Bearing Debt
Average Indicated Equity Value

I

Revenue
$ 10,589,000
10,997,000
1l,057,OOO
13.877,000

Selected
MVICIR Ratio·
0.8
x
1(
0.9
0.9
x
1(
1.0

IV. Market Value of Invested CapitaJ/Debt.Free Cash Flow (MVICIDFCF)
Selected
MVIClDFCF
DFCF"
Ratio·
Year
$
1,339,000
x
Projection 1996
4.9
3,041,265
Latest Fiscal Year
x
5.0
3-Year Weighted Average Earnings
1,938,000
x
5.4
3-Year Straight A verage Earnings
2,130,000
5.6
x
Average Indicated MVIC Value
Less: Interest Bearing Debt
Average Indicated Equity Value

-46·

:::

Indicated
Value
$ 8,471,200
9.897.000
9,951.000
13,877.000
$10,549,000
(9,873.000)
$676,000

Indicated
Value
$ 6,561,100
15,206,000
10,465,000
11,928,000
$12.533,000
(9,873.000)
$2,660,000
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Exhibit 11
AIA SERVICES CORP.
MARKET APPROACH SUMMARY· MINORITY INTEREST BASIS

MARKET AppROACH SUMMARX
Indicated Total Equity Value Based on Weightings (Minority Interest)

$3,787,000

Less: Net liabilities to be disposed 0

(7,063,000)

$ (3,276,000)

Concluded Market Approach Value

Notes:
• Based on Exhibits 9 & 10.
b

Based on average ratios, adjusted downward by 57.0 percent.

o Net liabilities to be disposed, as shown in audited
statements as of December 31, 1995.
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AIA SERVICES CORPORATION

Exhibit 12

NET OPERATING LOSS (NOL) CARRYFORWARD (NOLCF) CALCULATION:

Reed Taylor Redemption
613,494

Total Shares Held
Price Per Share

x

Total Redemption Value

15

----~

9,202,403

Estimated FMV of fmn at date of redemption:

$

9,202,403
63.0%

+

$ 14,606,988

Long-Term Tax Exempt Rate

5.0%

Annual NOL usable amount
State & Federal Taxes d
Annual Tax Savings
AIA Services NOLCF

730,300
x

40%
292,120

$
$

2,400,000

Years NOLCF available (rounded)

Present Value of NOLCF

3.0

$

653,000

Notes:
• As reported by management
Current statutory long-term tax exempt rate.
C

d

Product of estimated FMV of firm and
long-term tax exempt rate.
Current statutory state and federal tax rates.

• As reported in audited financial statements.
r Quotient of NOLCF over annual NOL useable
amount.
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Moss -ADAMS AnVrsORY SERVICES
A dlVl,ion of MOSS-:ADAMS

LLP

January 15,1998

1001 fourrh Aventle, SUllC 2700
Seanle, Wa,hingroJl981:)4-1199
Pbone 206 442 2600
FAX' 2062'1>,9214

Offices in PrincIpal CIties u1
Wash\l\gton, Oregon and Callfornia

To the Trustees of the Employee Stock Ownership Plan of
AlA Services Corporation and Subsidiaries

In accordance with your authorization, we have made an appraisal of AlA Services Corporation and
Subsidiaries (hereinafter referred to as "AIA" or "the Company"), an Idaho corporation, and
herewith submit this report stating our findings.
Valuation Purpose and Use
The purpose of this appraisal is to express an opinion of the fair market value of the Company's
common stock to serve as a valuation basis for stock transactions involving AIA's Employee Stock
Ownership Plan (ESOP) and Trost (ESOT). The ESOP provides for a "put" option exercisable at
the discretion of the plan participants or beneficiaries. The effects of the put option have been
considered in the valuation.
Valuation Basis and Effective Date
This valuation is made on a minority interest basis as of December 31, 1996.
Valuation Standard
The term "fair market value" as used herein is defined as the amount that a willing buyer will pay a
willing seller, both having knowledge of all the relevant facts, and neither being under any
compulsion to buy or sell.
Scope of Investigation
The appraisal investigation included discussions with management regarding the history and nature
of the business, a review of financial statements, and consideration of other factors that were
deemed necessary under the circumstances. We have also reviewed information concerning the
economy and industry in which the Company operates.
The financial statements and other pertinent information provided by the Company have been
accepted without further verification as correctly reflecting the results of its operations and its
financial and business condition for the respective periods. We have not examined the financial
records or other documents of the Company to detennine the accuracy of the data presented in the
documents received by us.
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To the Trustees of the Employee Stock Ownership Plan
AlA Services Corporation and Subsidiaries
January 15, 1998
Page 2

Moss ADAMS ADVISORY

SERVICES

A division of MOSS-ADAMS LLP

Valuation Methodology
Valuation of a business ownership interest requires consideration of all pertinent factors bearing
upon its investment merits. The following three valuation approaches were considered:
•

mcome Approach: in this approach, estimated future returns are discounted to present value at
an appropriate rate of return for the investment.

•

Market Approach: this approach utilizes valuation ratios derived from market transactions
involving companies that are similar to the subject business. Past transactions involving the
subject business are also considered.

•

Asset-Based Approach: in this approach, the assets and liabilities of the business are restated
from historical cost to fair market value.

Applications of the mcome, Market, and Asset-Based approaches to the subject Company are
described in the accompanying report.

Concluded Valuation
A summary of the valuation analysis is presented in the accompanying report. Based upon our
investigation, premises and analyses, it is our opinion that the fair market value of the Company's
common stock on a minority interest basis is as follows:

FOUR :MILLION TWO HUNDRED SIXTY-EIGHT THOUSAND DOLLARS
($4,268,000)

or
THREE DOLLARS FORTY-ONE CENTS PER SHARE
($ 3.41 Per Share)
based on 1,250,747 diluted shares outstanding.

Restrictions and limitations
The opinion expressed above is advisory in nature. No part of this report shall be conveyed to the
public through advertising, public relations, news, sales, mail, direct transmittal, or other media,
without the prior written consent and approval of Moss Adams Advisory Services. The opinion of
value expressed herein is valid only for the stated purpose and date of appraisal.
Future services regarding the subject matter of this report, including but not limited to testimony or
attendance in court shall not be required of Moss Adams Advisory Services unless previous
arrangements have been made in writing.
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To the Trustees of the Employee Stock Ownership Plan

AlA Services Corporation and Subsidiaries

f\1oss -ADAMS ADVISORY SERVICES

January 15, 1998
Page 3

A dnision of MOSS-ADAMS U1'

Certificate of Appraiser
I certify that, to the best of my knowledge and belief:
•

The statements of fact contained in this report are true and correct

•

The reported analysis, opinions and conclusions are lirrllted only by the reported assumptions
and lirrllting conditions, and represent the unbiased professional analyses, opinions, and
conclusions of MAAS.

•

MAAS has no present or prospective interest in the property that is the subject of this report,
and has no personal interest or bias with respect to the parties involved.

•

Compensation for MAAS is not contingent on any action or event resulting from the opinions
or conclusions in, or the use of this report.

•

The analyses, opinions, and conclusions were developed, and this report has been prepared in
conformity with the requirements of the American Society of Appraisers and the Uniform
Standards of Professional Appraisal Practice.

•

No one, other than those whose signatures appear below provided significant professional
assistance in the preparation of this report.

The American Society of Appraisers has a mandatory recertification program for all of its senior
members. Each senior member signing below is in compliance with that program.
tfully Submitted,

DEN}USH.LOCKE,CFA,ASA
Principal

~~
DUNCAN MORTON III
Senior Analyst

~
KAREN L. CHOW
Financial Analyst
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Introduction
Valuation Purpose and Use
The purpose of this appraisal is to express an opinion of the fair market value of the Company's
common stock to serve as a valuation basis for stock transactions involving the Company's
Employee Stock Ownership Plan (ESOP) and Trust (ESOT). The ESOP provides for a "put"
option exercisable at the discretion of the plan participants or beneficiaries. The effects of the put
option have been considered in the valuation.

Valuation Basis and Effective Date
This valuation is made on a minority interest basis as of December 31, 1996.

Valuation Standard
The tean "fair market value" as used herein is defined as the amount that a willing buyer will pay a
willing seller, both having knowledge of all the relevant facts, and neither being under any
compulsion to buy or sell.

Overview
Valuation of a business ownership interest requires consideration of all pertinent factors bearing
upon its investment quality. As listed in Revenue Ruling 59-60, these factors generally include:
•

The nature of the business and the history of the enterprise from its inception.

•

The economic outlook in general and the condition and outlook of the specific industry in
particular.

•

The book value of the stock and the financial condition of the business.

•

The earning capacity of the company.

•

The dividend-paying capacity of the company.

•

Whether or not the enterprise has goodwill or other intangible value.

•

Sales of the stock and the size of the block of stock to be valued.

•

The market price of stocks of corporations engaged in the same or similar line of
business having their stocks actively traded in a free and open market, either on an
exchange or over-the-counter.
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Company Update
The history of AIA is discussed in our previous valuation report of the Company. Significant
events that took place during 1996 are summarized below:
1. As of December 31, 1996, Treaty ill with The Centennial Life Insurance Company
(Centennial), signed in 1995, was reversed by mutual agreement in August 1996. The
ceded assets of AIA transferred to Centennial by the treaty were returned to AIA due to
differences in product and service qUality standards and differences in opinion on the
value of the assets. As of the valuation date, Treaties I and II had not been reversed but
were expected to be reversed in 1997.

2. Negotiations with Rain and Hail LLC discontinued due to differences in opinion of
agent and staffing needs once the consolidation would have occurred.
3. The Company continued to develop opportunities for growth: increasing the number of
products offered to current markets and expanding into the rural electrical co-op (REC)
market. Along with existing group health insurance products, the Company could offer
supplementary products such as life and disability insurance, annuities, retirement plans
and mutual funds to the grower and producer associations niche market. The REC
niche market is considered very similar demographically and would provide a viable
and promising market for growth for AIA.
4. AIA has identified two companies as candidates for possible acquisition. These
companies market complementary lines of products in their respective geographic
markets, and would increase annual revenues for the Company by a total of $80 million
and increase operating income by approximately $10 million.

S. In 1996, Ray Heilman was hired as Vice President of Sales to support sales staff. James
Fideo was hired as Vice President of Direct Marketing to incorporate telemarketing into
the marketing strategy for product sales.
6. Management of the Company as of December 31, 1996 was as follows:
R. John Taylor
Paul D. Durant n
Dale F. Dreiling
James Fideo
Bryan D. Freeman
Ray Heilman
Lee Ann Hostetler
Daniel L. Spickler

President, Chainnan of the Board
Executive Vice President. Acting Chief Financial Officer
Vice President, Training
Vice President, Direct Marketing
Vice President, Infonnation Systems
Vice President, Sales
Vice President, Operations
Vice President, Secretarytrreasurer

7. The Company currently employs 80 captive, commissioned agents (captive agents sell
product lines for only one company). General and administrative staff at the date of
valuation totaled 60, a decrease from 105 one year prior. Most of the staff removed
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were due to the elimination of the claims paying department, a task that began in late
1995.
8. The net assets of Universe and Great Fidelity available for transfer to the Company are
limited to the value of the net assets in excess of minimum capital requirements and are
governed by state insurance legislation. Under Idaho insurance law, dividends may be
paid by Universe only from profits or earned surplus. Universe may not pay dividends
without prior approval from the Idaho Department of Insurance. Great Fidelity may not
pay dividends that would reduce surplus to less than 50 percent of capital stock, and
extraordinary dividends require prior approval from the Indiana Commissioner of
Insurance.
9. On March 5, 1996, upon the direction of its Board of Directors, Universe and the Idaho
Department of Insurance entered into a Stipulation and Order of Rehabilitation
("Order"). Pursuant to the Order, the rehabilitator appointed by the Department of .
Insurance has taken possession of Universe's assets in order to seek buyers for the
insurance companies and the remaining block of life and disability risks. The objective
is for Universe to return to statutory compliance with minimum capital and surplus
requirements of the jurisdictions Universe has active or suspended authority. A formal
rehabilitation plan has not been filed nor been approved by the Idaho district courts.
10. As of December 31, 1996, there were 1,250,747 diluted shares of common stock
outstanding, of which the ESOP held 176,486 shares. In 1996, AIA made no
contributions to the ESOP. (Diluted shares include 1,079,520 common shares, and
171,227 options granted as of the valuation date, as provided by management of the
Company.
John Taylor's 475,000 penny options will not be exercised per
management's consultation and will not be considered in the total diluted shares.)
286,500 preferred C shares were not converted to common share equivalents due to the
economic irrationality of the conversion of preferred C shares (see the Concluded
Valuation section of the report for further details).

II. The following is a list of shareholders as of December 31, 1996:

John Taylor

559,835
176,486

ESOP

Ray Heilrnan
Dale Miesen
Mary Frost
Rock Wilson
Alton Woodworth
Jay Taylor
Judd Taylor
Sara Taylor

497,182

89,741
58,656
28,361
24,000
18,681
18,593
18,593
18,593
15,000
12,000
12,000

Marvin Hairston
Jerry Leg
Jerry Thayer
Bill Cady

10,800

Paul Durant
ASOP

7,361
2,572
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Bruce Sweeney

1,500

Chris Ferwall

1,200

Kent Gray
Lee Ann Hostetler
Sally Reed
Bobette Ruddell
Tom Lankanau
Michael Cashman
401K designates
Jim Beck
M. Cashman Pension Fund
Bruce Knutson
Distribution Services, Inc.
Michael Cashman, Ir.
Charles Rapp
Daryl Verdoorn
Bryan Freeman
Dan Spickler
Dale Dreiling
IoLee Duclos
Mary Nordhagen
!<ami Shoemaker
Mark Sherry
TOTAL

1,200

1,200
1.200
1,200

11,692
15,328
7,804

750
100,000

81,500
50,000
15,000
15,000

10,000
5,000
5,000

5,000
14,067
16,999

8,000
3,000
2,000
2,000
2,000
286,500

1,079,520

646,227

Additional preferred shares were issued in 1996 to Michael Cashman (33,333 preferred shares),
James Beck (16,667), Bruce Knutson (5,000), and the 401(k) Designates account (31,500).
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Financial Analysis
Financial Data
Exhibits 1 through 4 present the Company's historical financial results for the five years ended
December 31, 1996.

Adjustments to Financial Statements
Certain adjustments have been made to the Company's historical financial statements for the
purpose of reaching a valuation conclusion. These adjustments do not reflect any opinion with
respect to the accuracy of the Company's financial statements.

As Exhibit 6 shows, we adjusted historical earnings and cash flows to exclude the effect of nonrecurring income and expense during the period. No adjustments were made for discretionary
expenses such as shareholder compensation, because minority owners cannot affect management
decisions. We applied income tax at state and federal corporate rates. Exhibit 7 shows the
Company's adjusted historical earnings and cash flow.

Financial Review
TOT AL REVENUES ($000)

Growth
Total sales for AlA declined 11.3 percent in 1996 to
$9.76 million from $11.0 million in 1995. The primary
decrease came from commissions which declined 16.3
percent in 1996.

20.000
16.000
10.000
6 .000

Profitability
Operating expenses decreased 23.5 percent in 1996 driven by the reduction of about 40 persons from
the general and administrative staff. Operating margins improved from 4.4 percent in 1995 to 17.6
percent in 1996. Losses from discontinued operations in 1995 of $9.0 million were reversed in 1996 to
positive $90 1,000 as expected losses were below management's forecast; income from discontinued
operations was $901,000 in 1996.
Net margin after taxes and before extraordinary income and expenses improved in 1996 to 8.4 percent
over negative 0.3 percent in 1995. Income from continuing operations improved to $822,000 in 1996
from a loss of $38,000 in 1995.

Liquidity
Liquidity, as measured by the current and quick ratios, improved in 1996 over 1995, primarily due to
decreases in accounts payable and accrued expenses. The current ratio (current a<;sets over current
liabilities) was 1.13 in 1996, an improvement over 0.82 in 1995. The quick ratio (cash and equivalents
and accounts receivable over current liabilities), a more conservative measure of liquidity than the
current ratio, improved to 0.83 in 1996, compared to 0.62 in 1995.
-5-
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Safety
Safety, as measured by the debt-to-equity ratio, wa~ not measurable in 1995 or 1996 due to negative
total equity values. The Z factor, an indicator of bankruptcy, improved from negative 24.5 in 1995 to
negative 15.9 in 1996, but still fell below 2.60, which is considered the safety threshold.

Financing
Fmancing, as measured by the EBIT (earnings before interest and
taxes) to interest expense ratio, improved in 1996 over 1995.
The EBIT to interest expense ratio measures a company's ability
to meet its interest payments. AlA's EBIT to interest expense
ratio improved from negative 3.28 in 1995 to 2.03 in 1996; even
though the Company's interest expense increased in 1996, EBIT
improved to offset the additional interest.
In 1996, the
Company's mortgage and long-term notes payable were reduced
by $710,000, and net liabilities to be disposed decreased by over
$1 million from $7.06 million in 1995 to $6.3 million in 1996.

EBITJlNTEREST EXPENSE

Balance Sheet Management
Balance sheet management ratios improved in 1996. The sales to assets improved slightly primarily
driven by increased sales, while sales to net fixed assets ratios declined due to increased net fixed
assets. Return on assets (ROA) improved from negative 72.3 percent in 1995 to 30.4 percent in 1996
due to positive net earnings, while return on equity (ROE) was not meaningful due to negative equity
values. Accounts receivable collections measures days outstanding of the Company's accounts
receivable. In 1996, accounts receivable collections increased to 44.2 days from approximately 32 days
in 1995, as total accounts receivable increased.

(Paul please complete the above sentence.)
Summary
Overall, the financial condition of the Company can be characterized as improved. Sales declined from
1995 to 1996, but profitability improved driven by decreased operating expenses. Liquidity improved
from 1995 to 1996, while safety was not meaningful. Financing improved due to increased EBIT and
decreased debt Balance sheet management ratios were mixed but better in 1996 than in 1995.
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AlA SERVICES CORPORATION
IIlSTORICAL COMMON SIZE INCOME STATEMENT ($000)
AlA Services Corporalion
AIA0597. wfl

Premiums, net
ComI1lJSSiODS

Investmenllncome

Admlrustrative Fees
TOlal Sales
Policy Benefits
Reinsurance R.>covcnes (-)

Commission Expense
G &A Expense
Total Operetmg Expense
Operating lneome/(Loss)

I

-l
I

Other Income
Olhe< Expense(. )
Interest Expensc(-)
Total Other Income (Expense)
Pret... Profit
Total Income Taxes
Income from Conllnuing Operations
Incomel(loss) DIscontinued Cos
Accum. Effect Acctg Change
Total EJdraordUtary Income (Expense)
Net Income (Loss)

Memo: Depreciation in GkA Expense
Effect of Change in AccUng Method
Unreal. Hold Galnl(L<.>ss) Sec.
Accretion of Preferred S\OCk
Preferred Dividends (-)
C.ncollatioo Outsland. Tr .... Stock

~
~b.

>
>
0
~

0

tv

\0
i-'-

-+:::.
tv

R

--

CXl
c;:".

W

(cbange in policy for defer. acq cosl)

Audited
12131192

Percent

Audited
12I31t93

n.w.

Percent

51,685
4,475
6,367
119
62,645

7.1%
10.2%
02%
100.0'/.

12,156
163
4,540
16,859

26.9%
100.0%

47,021
(11,364)
6,635
16,014
58,306

75.1%
-18.1%
10.6%
256%
931%

0

00%

5,910
9,587
15,497

6.9%

1,361

4,340
0
0
(380)
(380)

00%
00%
-06%
-0.6%

OW.

a

0
(238)
(238)

Audiled
12131194

Percent

Audited
12131195

Percent

Audited
12131196

Pertelll

0
9,582
155
4,039
13,775

0.0%
69.6%
1.1%
29.3%
100.0%

0
7,474
33
3,440
10,991

0.0%
680%
0.8%
31.3%
100.0%

0
6,255
120
3,383
9,758

00%
64.1%
1.2%
34.7%
100.0'11

0.0'1.
0.0'10
30.8%
688%
99.5%

0
0

91.Wo

0
0
4,237
9,475
13,712

7,491
10,511

0.0%
0.0%
27.5%
68.1%
95.6%

0
0
2,857
5,188
8,045

0.0'10
0.0%
29.3%
47.4%
76.6%

8.1'10

63

0.5%

480

4,4%

1,713

17.6%

0.0%
00%
·1.4%
-1,4%

0
0
(324)
(324)

0.0%

0
0
(565)
(565)

0.0%

0.0%
·23%
·2.3%

721%
1.0%

0.0%
35.1%

56.90/.

3,025

-5.1%
·5.1%

0
0
(845)
(845)

0.0%
0.0%
-3.1%
·8.7%

0.0%

3,960

63%

1,123

670/.

(261)

·1.9'10

(84)

-0.8%

868

89%

858

14%

315

1.9%

(50)

-0.4%

(46)

..0.4%

46

3.2%

3,l02

5.0%

808

4.80/0

(ZIO)

-1.5%

(38)

-03%

822

8,4%

0
0

445
395
840

2.60/.

0

00%
00%
00%

2.3%
50%

(4,658)
0
(4,658)

-33.8%
0.0%
·33.8%

(9,005)
(1,607)
(/0,612)

·81.9%
·146%
·96.5%

901
0
901

9.2%
00%
9.2%

3,102

50%

1,648

98%

(4,868)

-35.3%

(10,650)

·968%

1,722

177%

1,523
0
0

24%
00%
0.0%
0.0%
000/.
0.0%

895
0
(295)
(149)
0
0

5.3%

1,031
(39)
(461)

7.50/.
MOJ%
·3.3%
0.0%

2,560
0
366
0
(67)
(7,190)

233%
0.0%
33%
0.0%
-06%
-65,4%

101
0
0
0
(250)
0

2.8%
0.0%
25%
0.0%
·26%
0.0%

0
0
0

'"f1

0.0%

-1.8%
-0.9%
0.0%
00%

0
0

0.0%
0.0%
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Financial Analysis
EXHIBIT 2
AlA SERVICES CORPORATION
COMMON SIZE BALANCE SHEET (SOOO)
AlA Services Corpontion
AIA0597. wi1

Audited
I2I3lI9l

Cash
Inves\mertls. avail. for sale
Accrued Investment Income
Receivable.. net
Ineome Taxes Receivable
Defem:d Income Taxes
Prepaid Expenses
Other Current Asseu
Total Current Assets

1,100

1.7%

169

39.507

59.4%

46,749
267

Mortgages &. Notes Payable
Defmed Tnxe.
Long Tenn Debt·Shareholder Redernp
Net liabilities to be disposed
Total Long..Term LiabIlities
Total Liabilities

Preferred Stoclc
Sene! C Convertible Preferred
Common Stock
P.,d·ln Capital
Treasury SlocIc(·)

Unrealized galn/(losses) on securities
Retained Earnings
Total Equity
TOlalLiabihlles &. Equity

02%
669%

393

0.4%
119%

6
1,162
3

418

0.0%
427%

336
3.161

ooy.
O.w.

o
o

0.0%
00%
13.4%

o
181

sag

'3,4%

lSI

0.0%
134%

181

0.0%

o

1.7%
0.0%
76.5%

1.026

15%

o

0.0"1.

56,68\

8/1%

3.9%
2.6%
2.1%

119

02%
3.4%

o

1,343
1.419

2.W.

o

0.0"10
00%
8.6%

3.8SI

1.12S

o
50,832
2,56\

1,73&
1,419

o
o

·25%

6.1%

o

o

0.0"/.
0.0%

583

o
2,582

o
o
808

(2.391)
1.484

2.1%

808
2.299

6,451

9.7%

7.483

10.7%

5,144

77%

4.266

6.1%

0.0"10
17.4%

o

O.w.

1/,594

11.749

16.8'10

363
2.662

66.463

100.0"10

69,914

1000%

6,052

o

o

0.0"10

56.163

00%
84.5%

59,801

0.0%
767%
1.2%
76%
00%
85.5%

3,948

5.9%

2.564

3.7%

1.355

2.0%

1,319

1.9"10

ow.
ow.

a

0.0"1.

o

49,795

1,12/
5,247

o

74.9"10
1.7%
7.9%

53,656
~jO

5,295

o

rercent

9.6~.

434

o

0.2%
0.1)'10

Audited
Ilf.llf9S
1.175
254
15

8,322

148

Percent
6.50/.
72%
0.1%
19.2%
0.1%
00%

0.3%

Accumulated Depreciation (.)
Net Fixed Assets

Total Current Liabilities

12f.l1f94

13.0%
0.4%

(1,6&1)
4,037

Noles Payable.Bank
Policy Benefit. &: Other Liabilities
Unearned CommIssions
Accounts Pay.ble & Accrued Expenses
Income Tax. Payable

Audited
Percent

194

5.717

Total Assets

Audited
12131193

&.620
286

Company Occupied Properties
Furmtun: & Equipment
Transportation Equipment
Real Estate. net
Property &. Equipment. net
Total Gross Fixed Assets

Defem:d Policy Acquisiuon Costs
Cost of Insurance &. License> Aeq.
Net _..cts to be disposed
Total Non·CurTent Assets

Percent

960

o

o

35.2%
7.6%

0.5%
2&.7%
0.1%
0.0%

94.6%

2,599

0.0%
0.0%

16.5%
89%
0.4%

42.9%
0.0%
S 90/0
16.4%
OJ)"/.
91.0%

oO"A.
o

0.0"/.
0.0%

0.0%

162

54%

96
2,8

5.60/0'
3 40/0'
9.00/0

258

0.00/0
9.0%

0.0%

5A%

440%

o

0.00/.
0.0'10'

1000%

3,342

1000%

00%
0.0%
193%

00%

0.0%
0.00/.

0.0%

0.0%

o

0.0%

o

766
1,791

12.7%
29.6%

646
3,218

o

0.0%
422%

3.864

1156%

842

25.2%
0.0%

1.841
604

o

00%

o
o

o

o
204

472

o

2.557

Percent

474
254
12
1,182

12.5%
10 0"10

3&.0%
0.0%
6.00/.

o

Audited
12/31f96

96.3%
0.0%

0.00/0

o
2,857

o
o

761
1,467
65
2.293

100.0%

0.0%
0.0"/.
26.5%
60.7%
10.40/0

97.6%
4.6%
OOYo

5.303

80%

3,&84

5.6%

2.445

30.4%
lOW.
0.0%
00%
404%

61,466

92.5%

63.685

911%

5.002

82.6%

18.894

1,852

2.8%

1,903

o

o

0.0%

31.4,),.
0,0%

1,706

O.w.

1.992

2.8%

1,019
507
(1,131)
302

1.5%
0.8%

1.019

15~.

11

51.0%
60%
03%

507

171%
12.7%

1.486

44.5%

-1.7%

(1,244)

o

0.5%

7

0.0%
·3.8%

o
o

00%
40 9/1)

·5633%
-465.3%

(17.288)

-6137%

(15.551)

(13.256)

-467.0%

3.342

1000%

2.857

1000%

o

o

2,449

66,463

O.OY.

o
o

o
1.033

771

3.7%

3.948

0.7';'
·1.8";'
00%
56%

7.5%

6.229

89%

1,051

·15.2%
17.4%

\00.0"/.

69,914

100.0%

6,052

1000%

-8-

(1.244)

(493)
(920)

·206%
·8.1%

o
7,125

2132%

7.063
15,029

211.3%

200

(127)

(18,827)

449.7%

7,394
6.294
13.820

257.5%
207,3%
469.3%

565.3%

16.113

567.O"fa

1,536
287

53.5%

II
2,198

100"/0
04%

78.9%
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Financial Analysis
EXIDBIT3
AlA SERVICES CORPORATION

HISTORICAL CASH FLOW (SOOO)
AlA Services Corporation
AIA1296.wfl

Audited

Audited

Audited

12131193

12131194

12131/95

1,648

Net Profit After Tax
Plus: Depreciation & Amortization
Non-Recurring (Gains)/Losses
Income Statement Cash Flow

895
(&40)
1,704

Accounts Receivable - Deer.(Iner.)
Inventories - Decr.(lner.)
Prepaids - Deer.(Iner.)
Other Receivables - Deer.(Iner.)
Other Current Assets - Deer.(lner.)
Accounts Payable· Incr.(Dcer.)
Accrued Expenses - Iner.(Deer.)
Taxes Payable - Iner.{Deer.)
Other Current Liabilities -Iner.(Deer.)
Other Non-Current Liabilities - Iner.{Decr.)
Operating <;ash Flow

298
0
99
138
(73)

48
0
(36)
3,590
0
5,767

(7,242)

Marketable Securities - Decr.(lner.)
Long Tenn Investments - Deer.{Iner.)
Land & Fixed Assets - Deer.(Iner.)
Non-Recurring Gains{Loss)
Intangible Assets - Decr.(lncr.)
Other Non-Current Assets - Deer.(lncr.)
Investing Cash Flow

0

1,658
840
0

(154)
(4,898)

869

Cash Flow Before Financing

Capital Stock. - Incr.{Decr.)
Dividends and Draws
Adjustment to Re(ained Earnings
Equity Financing Cash Flow
Financing Cash Flow

Operating Cash Flow
Investing Cash Flow
Financing Cash Flow
Out Of Proof Adjustment
Comprehensive Cash Flow

(3,504)
0

(715)
(53,740)
0
(49,130)

46,314
0
(355)
(4,658)
0
9,087

50,38B

1,258

(223)

65
115
(769)
(1,555)

180
0
(1,933)

0
0
(17&)

(9,005)
0

901

2,662
(8,096)

0
722

0
(54)
3

135
(1,751)
0

0

608

(833)
0
(440)
(440)

28
0
(444)
(416)

190
0
(500)
(310)

939
(67)
(6,824)
(5,952)

628
(250)

(1,799)

(1,034)

169

174

393

5,767

(49,130)

8,704

(4,898)

50,38&

(1,799)

(1.034)
0
224

(8,096)
174

(931)
169

-9-

443
145
261

202
0
165
0
(34S)
1,427
0
(604)
(120)
7,063
8,704

0
6,126
6,126

0

Ending Cash

0

1,722
101
(901)
923

0
(724)
(724)

1,100

Beginning Cash

7,160

(10,650)
2,560
9,005
915

(1,383)
(I,383)

0

Notes Payable - Incr.(Decr.)
Long Tenn Debt· Incr.{Decr.)
Debt Financing Cash Flow

(4,&68)
1,031
4,658
&20

Audited
12131/96

393

0
782
\,175

0
378

(62)

1,175

(1,555)
722
(62)

194
(701)
474
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Financial Analysis
EXHmTT4
AJAI296.XLS

AlA SERVICES CORPORATION
HISTORICAL DETAIL RATIOS (SOOO)
AlA Services Corporation
AlA1296.wtl

Audited
12131192

Audited
12131193

Audited
12131194

Liquidity
Current Ratio
Quick: Ratio
Working Capital
Working Capital (% of Sales)

0.91
0.88
(5,332)
-8.51%

0.95
0.92
(3,120)
-18.51%

Safety
Debt to Equity
Debt to Equity wI Intangibles
Debt to Equity (wI Sub & SH Deb1)
Debt to Equity (wI Sub Debt only)
Break-Even Sales
Actual SalesfBreak-Even Sales
Z Factor

\2.3
12.3
12.3
12.3
58,686
1.07
0.\3

10.22
10.22
10.22
10.22
15,735
\.07
0.13

4.76
4.76
4.76
4.76
14,036
0.98
-0.44

163.73%

-73.09%
-71.63%
35.98%

N/A

N/A

43.10%

Proiitability
Gross Profit Margin
Operating Expenses
Operating Profit Margin
Pre-Tax Profit Margin
Net Profit Margin
Balance Sheet Mallagement
Sales 10 Assets
Assets to Sales (%)
Sales to Net Fixed Assets
Return On Assets
Return On Equity
AIR Collection Period (Days)
Inventory Turnover (Days)
AlP Payment Period (Days)

Growth
Annual Sales Growth
Annual Pretax Income Growth
Sustainable Growth-Same DIW
Sustainable Growth-Std DIW
Sustainable Growth-No New Debt

Financing
Notes Payable to Sales
EBITlInterest
Principal & Interest Coverage
Notes Payable to AIR
Notes Payable to Inventory
L,T. DebllNet Fixed Assets
LT. Debt (wI Sub.)lNFA
Debt Service Coverage
EBlTDA to Debt Service

1.01
0.78
2S
0.18%

Audited
1213lf95

Audited
12131196

0.82
0.62
(703)
-6.39%

1.13
0.83
}O6
3.13%

N/A
NlA
N/A
N/A

NlA
N/A
N/A
N/A

13,412
0.82
-2445

8,890
1.I
-15.86

-18.29%
-123.20%

-20.17%
-826.82%

-11.26%
135.93%

NIA

19.47%

N/A
N/A

N/A
N/A
NlA

NlA
N/A
N/A

100.00%
93.07%
6.93%
6.32%
4.95%

100.00%
91.92%
8.08%
6.66%
9.78%

100.00%
99.54%
0.46%
-1.89%
-35.34%

100.00%
116.83%
-16.83%
-21.97%
-96.85%

100.00%
82.45%
17.55%
8.90%
17.65%

0.94
106.09%
15.52
5.96%
79.24%
50.23
N/A
0.00

0.24
414.70%
11.36
1.61%
18.04%
180.19

2.28
43.94%
17.04
-4.31%
-24.81%
30.8

3.29
30.39%
60.73
-72.28%

3.42
29.28%
37.&4
30.38%

N/A

N/A

N/A

N/A

0.00

0.00

0.00

0.00

0.00%
11.42

0.00%
5.72

0.00%
0.19
0.19
0,00%

0.00%
-3.28
-3.28
0.00%

0.00%
2.03
2.03
0.00%

N/A
N/A

N/A
0.00%

5.72
000%

NlA
31.86

N/A
44.23

N/A

NfA

N/A

N/A

N/A

97 79"10
97.79%

172.83%
172.83%

227.66%
227.66%

464.98%
4399.29%

51.06%
2918.63%

N/A
N/A

N/A
N/A

N/A
N/A

N/A
N/A

N/A
N/A

-10-
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Valuation Approaches
Valuation of a business ownership interest requires consideration of all pertinent factors bearing
upon its investment merits. Many of these factors were outlined in the Overview section of this
report.
In principle, the value of an investment is equal to the present value of expected future returns from
the investment. Various methods may be used to estimate the value of a business ownership
interest. These methods can be broadly categorized into three valuation approaches: Income,
Market and Asset-Based.

Income Approach
In the Income Approach, expected future returns from an investment are discounted to present
value at an appropriate rate of return for the investment. The selected rates of return should reflect
the degree of uncertainty or risk associated with the future returns and rates of return available from
alternative investments. This approach is based on the widely accepted financial principle that the
level of risk of an investment affects the required rate of return on the investment, which in tum
affects the value of the investment. Given expected future rerums, higher risk produces a higher
required rate of return, which produces a lower value for the investment.
Various measures of cash flow or income may be used in the Income Approach. However, the
measure used must be appropriate for the business ownership interest being appraised.
Additionally, the rate of return used must be consistent with the selected measure of cash flow or
income.
Income Approach valuation methods include Discounted Cash Flow and Capitalization of Income
analyses. In the Discounted Cash Flow Analysis, future cash flows are estimated for one or more
periods and then discounted to present value using an appropriate discount rate or rate of return.
The Capitalization of Income Analysis uses forecasted cash flow or income for the coming year,
which is converted to present value using an appropriate capitalization rate.
The Discounted Cash Flow and Capitalization of Income analyses, while conceprually similar,
differ in their treatment of expected future growth. In the Discounted Cash Flow Analysis, cash
flows are forecasted for a period of years and can vary from year to year. In the Capitalization of
Income Analysis, expected growth is incorporated in the capitalization rate and is assumed to be
constant into perpetuity.
The discount rate used in the Discounted Cash Flow Analysis is closely related to the
capitalization rate used in the Capitalization of Income Analysis. The capitalization rate is equal
to the discount rate less the expected growth rate into perpetuity.

-1 1-
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Valuation Approaches
Market Approach
The Market Approach involves a comparison of the subject business ownership interest to similar
businesses, business ownership interests, or securities that have been sold or are actively traded. In
this approach, valuation ratios such as price to earnings, price to cash flow, price to book value, or
price to net asset value are used to estimate value.
Market Approach valuation methods include the analysis of guideline companies and prior
transactions involving the subject business. The analysis of guideline companies utilizes
transactions involving either minority or majority interests in either publicly traded or closely-held
comparries which are similar in nature to the subject business. Analysis of prior transactions
includes sales of the subject business ownership interest, past sales of the business, and past
acquisitions or divestitures by the business.
Rules of thumb may also be used in the Market Approach. However, rules of thumb are not given
any weight unless they are supported by other valuation methods and it can be established that
knowledgeable buyers and sellers place substantial reliance on them.

Asset-Based Approach
In the Asset-Based Approach, value is estimated by restating the value of assets and liabilities from
historical cost to fair market value. Assets and liabilities can be valued either individually or
collectively. Individual assets and liabilities of a business can be appraised using the Cost, Market
and Income approaches to asset valuation.
The Asset-Based Approach is most applicable to the valuation of an investment or real estate
holding company and to the valuation of an entity where returns are inadequate relative to its net
tangible assets. This approach is also used in the valuation of non-operating assets in a business
(assets which are not required in the day-to-day operations of the business). The Asset-Based
Approach is generally only used to value tangible assets, which provides a minimum value for the
business before discounts for minority interest and lack of marketability.
In addition, the liquidation value of a business can be estimated using the Asset-Based Approach.
Liquidation value is used when the dissolution of a business is probabJe or imminent, and is
computed as the fair market value of assets (net of liabilities), less estimated liquidation expenses.

Book value is not an appropriate measure of value for most assets because they are stated at
historical cost and not fair market value; For a going concern, book value is not suitable because it
generally does not include the value of intangible assets.

-12-
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Valuation Approaches
Concluded Approach
This valuation was conducted on a going concern basis. The Company is a profit-oriented business
enterprise and our investigation indicates that the Company will continue as a going concern.
We considered the Income and Market approaches in this valuation. The Asset-Based Approach
was not used. This valuation is being conducted on a minority interest basis. Minority owners have
no claim over the assets nor can they in any way force a sale or liquidation of the business or any of
its assets. Therefore, no weight was given to the asset value of the Company.
We did not consider an analysis of prior transactions or rules of thumb in this valuation. There
were no past transactions involving ownership interests in the Company. Rules of thumb are not
considered to be a relevant valuation method for this type of business and are not utilized or relied
upon by knowledgeable and sophisticated investors.

-13-

AlA1296 doc

81f)~

AIA0029148
A RRTTl A "TT (lR lI.ATrU A PT "

DT""PT T

Income Approach
Discounted Cash Flow Analysis
In the Discounted Cash Flow Analysis, future free cash flows are estimated and then converted to
present value at an appropriate discount rate, indicating the value of total invested capital, which is
defined as stockholders' equity plus interest-bearing debt. These cash flows represent potential
cash flows available to debt and equity holders.
Free cash flow is defined as:
Earnings Before Interest & Taxes (EBlT)
- Income Taxes on EBIT
+ Non-Cash Expenses
+I-Adjusted Working Capital Changes
- Capital Expenditures
Free Cash Flow (Debt Free)

=

Free cash flows are estimated over a five-year forecast period beginning on the valuation date.
Beyond the five-year period. a terminal or residual value is estimated using an appropriate
capitalization rate. The free cash flows and residual value are converted to present value using
an appropriate discount rate to indicate a total capital value for the Company. In the present
value computation. future cash flows are assumed to be received midway through each year of
the forecast period.
From the indicated total invested capital value, interest-bearing debt (if any) is subtracted to
indicate an equity value for the Company. Interest-bearing debt includes notes payable and the
current and long term portions of long-term debt. The value of non-operating assets (if any) is then
added to indicate the net equity value of the Company.
Projections of free cash flow are based on:
•
•
•
•
•

Analysis of historical financial results.
Management's forecast.
Discussions with management.
Consideration of economic and industry data
Our estimates of the future financial and operating outlook for the business.

Exhibit 8a presents the forecasted free cash flows provided by Management of the Company based
on a five-year pro forma for the purpose of raising capital for the Company and reflecting moderate
growth. Exhibit 8b presents the forecasted free cash flows based on Exhibit 8a assuming
conservative growth. Exhibit 8c provided by Management outlines a base scenario for the
Company. We did not participate in the strategic planning and budgeting processes. Based upon
conversations with Management, we have assumed the projections to be reasonable and attainable.

-14-
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Income Approach

Discount Rate
The discount rate is a market-driven rate, representing the rate of return necessary to induce
investors to commit funds to an investment given its level of risk. The discount rate is applied to
free cash flows to estimate the value of total invested capital (interest-bearing debt plus
stockholders' equity).
The discount rate used is the weighted average cost of interest bearing debt and equity capital.
The equation for the weighted average cost of capital ('N ACC) is computed as follows:
WACC

=[(D + V) x Kd x (1 - T)] + [(E + V) x Ke]

where:
W ACe =weighted average cost of capital
(D + V) = ratio of market value of interest bearing debt to total invested capital
(E + V) =ratio of equity capital to total invested capital = 1 - (D + V)
Kd := cost of interest bearing debt capital
Ke := levered cost of equity capital
T = marginal tax rate
A ratio of interest bearing debt to total invested capital CD + V) equal to 42.1 percent was used,
based on the Company's actual ratio. Accordingly, the ratio of equity to total invested capital
(E + V) is equal to 57.9 percent. These ratios are forecasted to remain constant in the future.
The cost of interest bearing debt (Kd) was estimated at 8.6 percent, equallo the weighted average
of the Company's actual borrowing costs. A combined state and federal marginal tax rate (T) of
39.3 percent was used.
The levered cost of equity capital is based on the Capital Asset Pricing Model (CAPM),
summarized as follows:
Ke

=Rf + (Bl x Re)

where:
Ke
Rf

:::

Bl

:::

Re

:::

:=

levered cost of equity capital
risk free rate
levered "beta"
equity risk premium
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Income Approach
The levered beta (BI) is computed using the-following equation:

BI ::: Bu X [l +((1 - T) X (D + Em
where:
Bu

==

T

=:

D+E

=:

unlevered "beta"
marginal tax rate
ratio of market value of interest bearing debt to equity capital

CAPM captures only the risk of investing in a portfolio of large capitalization stocks, and does
not address the additional risk of investing in small company stocks. In addition, CAPM captures
only systematic or market risk for a portfolio of stocks and does not address the risk specific to the
Company as a stand alone investment. An investment in the Company would require additional
premiums to compensate for these additional risks.
As a result, we used a discount rate based on CAPM, modified to account for a small stock
premium and subject company risk as follows:
Ke

=Rf + (Bl xRe) + Rs +Rc

where Ke, Rf, BI and Re are defined as before, and:
Rs

==

Rc

=

small stock risk premium
subject company risk premium

A risk free rate (Rf) of 6.65 percent is used, equal to the average 20-year Treasury Bond rate during
December 1996.

The selected unlevered beta (Bu) is 0.92, based on the industry composite unlevered beta for
publicly traded companies in SIC Code 64, insurance agents, brokers, service, published in the Cost
of Capital Quarterly (CeQ) - 1996 Yearbook by Ibbotson Associates.
The combined state and federal marginal tax rate (T) is 39.3 percent. The resulting levered beta
(BI) is computed as follows:
BI::: 0.92 x [1 +«1 - 39.3) x (0.728»)]=1.33
The equity risk premium (Re) is equal to the 7.4 percent equity risk premium as published in
Stocks, Bonds, Bills, and Inflation (SBBl) 1996 Yearbook by Ibbotson Associates. This study
shows that an investment in common stock, as represented by the Standard and Poor's 500 (S&P
500) Stock Composite Index, has historically (from 1926 to 1995) provided a return of
approximately 7.4 percent above the yield of long-term government bonds.
The small stock risk premium (Rs) is equal to 3.6 percent, as published in the SBBI 1996
Yearbook. The study indicates that an investment in the smallest quintile of stocks traded on the
-16-
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Income Approach

New York Stock Exchange (NYSE) provided an additionaD.o··percent return over the S&P 500
stocks during the 1926-1995 period. The small stocks studied during the 1982-1995 period
included American Stock Exchange and over-the-counter stocks with the same or less capitalization
as the NYSE smallest quintile stocks.
The subject Company risk premium (Rc) is based on a consideration of the Company's operating
and financial risks. An analysis of the risk factors affecting the subject Company follows:
Effect on Risk
Analysis

Factor
Size of Company
Operating Factors:
History of Company
Management
Labor Relations
Products/Services
Markets/Customers
Suppliers
Competition
Economic!lndustry Factors:
Condition of Economy
Condition of Industry
Contingent Liabilities

Premium

Smaller than small company stocks included in small stock
premium

Higher

changing business operations; selling underwriting divisions
experienced
large layoff due to elimination of department
changing services and operations to historical operations
strong relations; captured markets
not meaningful
high barriers to entry

Higher
None
Higher
Higher
Lower

Local economy similar to national economy
Local industry similar to national industry
None (self insurance. litigation. contingent or unfunded
liabilities)

N/A

Lower
None
None
None

Important factors are the Company's small relative size, followed by the overall results for the
operating, financial and economic factors. Based on our evaluation, a subject Company risk
premium of 25.0 percent was selected.
The computation of the levered cost of equity capital (Ke) and the discount rate
presented in Exhibit 5 and are summarized as follows:
Ke

0NACC) are

=6.65% + (1.33 x 7.4%) + 3.6% + 25.0% =45.1 %

WACC= [42.1 % x 8.6% x 0- 60.7%)J + [57.9% x 45.1%J

=28.3%

The concluded discount rate is calculated on a minority interest basis because it is derived from
rates of return for minority interests in the public market.
Residual Capitalization Rate
Beyond the five-year forecast period, residual free cash flows are estimated to grow at a constant
rate into perpetuity. These cash flows are converted to a residual value using an appropriate
residual capitalization rate.
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Income Approach

The residual capitalization rate is computed as follows:

C=WACC-G
where:
C
WACC
G

=

=

=

residual capitalization rate
discount rate
growth rate of free cash flow into perpetuity

Based on historical results, the economic climate, the outlook for the industry, and management's
expectations, we have estimated a long-term growth rate (G) of 0.0 percent.
The residual capitalization rate computation is presented in Exhibit 5 and is summarized as
follows:
C = 28.3% - 0.0% = 28.3%
The concluded residual capitalization rate is calculated on a minority interest basis because it is
derived from rates of return for minority interests in the public market.

Summary
Page 2 of Exhibits 8a, 8b and 8c summarize the results of the Discounted Cash Flow Analysis
based on the projections provided by management of the Company. Exhibit 8a is a growth scenario
analysis provided by management and Exhibit 8b is a moderate growth analysis adjusted 10
percent. Exhibit 8c is a base scenario analysis also provided by the Company.
The Company has a $499,000 net operating loss carry-forward (as calculated in Exhibit 9) that must
be factored into the total minority interest value. From the indicated value, a non-marketability
discount must be subtracted to arrive at an estimate of value for a minority interest in the
Company's stock. The non-marketability discount is discussed in a following section of this report.
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EXHlBIT 5
AL\ll%XU

AlA SERVICES CORPORA nON
CAPITALfZAnON RATE ANALYSIS· MINORITY INTEREST BASIS

Weighted Avenge co.l.r Capital (WACg

WACC-(

DN

WACC-( 42.1%

"
X

8.6%

x

(1-1)

)+(

FlY

x

x

60.1%

)+(

51.90/.

X

ICe!
45.1%)-

28.3%

where:
WACC - weighted average cost of capital
ON ~ ratio of intere>! bearing debt capital to lotal invested capital

42.1% •

FlY - ratio of "'luity capital to total in_ted capital (- 1 - ON )

51.90/0 •

Kd ~ cost of interest bearing debt capital
ICef -IC\'eI1:d cost of equity capital <see CAPM equation)

8.60% •
45.1·~

T - marginal tax rat.

39.3% •

See below

Copital As""t Prielng Model (CAPM)

..

!U

)+

3.6%

)

Ke!z

Rf

+(

BI

ICcJ-

6.65·~

+(

1.33

BI-

Bu

x(

+(

(1-1)

DIE

Bt-

0.92

x(

+(

60.7%

12.8%

x

R.
7.4%

..

Rc
25.0"'->

45.1%

lind

»

»-

lJ3

where:
ICe! - levered cost of equity capital
BI - levered "beta"
.
6.65%

Rf - risk froe mte

"bet.-

Bu - unlevered
Re - equity risk premium
Rs .., small stoc::k risk premium
Ito - .n~ eel COffiplUlY risk premium
DIE - ratio of interest bearing debt capital to equity capitlll

d

0.92 •
7.400/. r
3.600/. •
25.0'11. •
0.728 Computed

CapitAlization Rate

C-( WAce

c-(

28.3%

G
0.0%

)-

28.3%

where:
C - oapilaliution mle
WACC - weighted average cost of cap;tal

28.3% See above

G - growth rate into perpetuity

0.0%'

a. Equal to Company's sotual ratio as of valuation datc.
b.
c.
d.
o.

Equals weighted average of intcrtst rate of outstanding debt.
Combined state and federal incom. tax rate.
Long-tam 20-year TT<aSury Bond JO-day average rate II of valuation date.
B.... d on unlevered bew for publiC companies in SIC 64 (insurance agenu, brokers•
.....me) ... publisbed by lbbotson Assoeillies in Cost of Capillll Quarterly.
1996 Yearboolc.
f. Thi. 'epre$ents the premium demllnded by inveSlon in .quity ,countie, over and above the
risk free rale as published by lbbot:!on As>Deiale, in Statks. Boods. Bill, &; lnlIation (SBBD
1996 Y=book.
g. This represents the premium demanded by invmors in small oapilllliution .tocks (under
S500 million) over lind above tbe premium demanded by eqUIty investors, .. published by
Ibbotson Associate, in SBar 1996 Yearbook.
h. Estimat.d additional ri.k premium tlm would be demanded by investors in .ubject ComplUlY.
Estimated growth rale of fro. cash flows into perpetuity for subject Company.

i.
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AlA SERVICES CORPORA TlON
EARNINGS ANALYSIS - MINORITY INTEREST BASIS ($000)

)

1
~

Fiscal Year Ended December 3 I

~
~

)

Sales'

~

~

Cost of Sales'
Less: Depreciation Expense'
Adjusted Cost of Sales

N

0I

13,712
(1,031)

14,602

91.9%
-5.3%
0.0%
86.6%

12,681

99.5%
-7.5%
0.0%
92.1%

0
895
895

0.0%
5.3%
5.3%

0
1,031
1,031

0.0%
7.5%
7.5%

Other Income (Expense)'
Add: Amortization Expense·
Add: Interest Expense'
Adjusted Other Income (Expense)

(238)
238
0

-1.4%
0.0%
1.4%
0.0%

Extraordinary Income (Expense)'
Less: Income/(loss) Discontinued Cos.
Less: Accum. Effect Acctg Change
Adjusted Extraordinary Income (Expense)

840
(445)
(395)
0

5.0% (4,658)
4,658
-2.6%
-2.3% .
0
0.0%
0

Total Interest Expense'
a. As reported in flnancial statements.

0
238

0.0%
1.4%

(324)
324
0

0
324

$0
0
0

-2.3%
0.0%
2.3%
0.0%

(565)

-33.8%
33.8%
0.0%
0.0%

(10,612)
9,005
1,607
0

0.0%
2.3%

565
0

0
565

Average
FY 93 - 96

100.0%

$9,758

100.0%

JOO.O%

0.0%
0.0%
0.0%

$0
0
0

0.0%
0.0%
0.0%

0.0%
0.0%
0.0%

7,944

82.4%
-1.0%
0.0%
81.4%

92.4%
-9.3%
0.0%
83.1%

0.0%
23.3%
23.3%

0
101
101

0.0%
1.0%
1.0%

0.0%
9.3%
9.3%

-5.1%
0.0%
5.1%
0.0%

(845)
845
0

-8.7%
0.0%
8.7%
0.0%

-4.4%
0.0%
4.4%
0.0%

-96.5%
81.9%
14.6%
0.0%

901
(901)
0
0

9.2%
-9.2%
0.0%
0.0%

-29.0%
20.8%
3.1%
0.0%

0.0%

0.0%

10,517
95.6%
(2,560) -23.3%
0.0%
7,956
72.4%
0
2,560
2,560

%

1996

0.0%
5.1%

8,045
(101)

0
845

8.7%

4.4%

5"
(')
0

3(II

»

"t':I
'0

>>0

II

~

-

~~

~
v-.
v-.

15,497
(895)

%

1995

100.0% $10,997
0.0%
0.0%
0.0%

Depreciation In Cost of Sales'
Depreciation In Operating Exp"
Total Depreciation Expense

$0
0
0

100.0% $13,775
$0
0
0

Amortization Expense'

0

$16,859

%

1994

0.0%
0.0%
0.0%

Operating Expenses'
Less: Depreciation & Amortization Expense'
Less: Nonrecurring Items
Adjusted Operating Expenses
I

%

1993

~

EXHIBIT 7
AIAI296XLS

AlA SERVICES CORPORATION
ADJUSTED INCOME STATEMENT - MINORITY INTEREST BASIS ($000)
Fiscal Year Ended December 31

1993

Sales'

$16,859

100.0%

14,602
895
1,361
0
1,361
238
1,123
441

86.6%
5.3%
8.1%
0.0%

Operating Expenses·
Depreciation Expense'
Operating Income
Other Income (Expense)'
Earnings Before Interest & Taxes (BBIT)
Interest Expense'
Pretax Income
Income Tax (Effictive Rate)b

I

......
I

;p;p-

~

§"

~

O

0
N
\0 ~
-.
i---'

Vl

0\

-

"

$13,775

%
100.0%

1995
$10,997

0/.

1996

%

Average
FY 93-96

100.0%

$9,758

100.0%

100.0%

1.4%
6.7%
39.3%

92.1%
7.5%
0.5%
0.0%
0.5%
2.3%
·1.9%
37.5%

7,956
2,560
480
0
480
565
(84)
(21)

72.4%
23.3%
4.4%
0.0%
4.4%
5.1%
-0.8%
25.4%

7,944
101
1,713
0
1,713
845
868
341

81.4%
1.0%
17.6%
0.0%
17.6%
8.7%
8.9%
39.3%

84.6%
7.9%
7.5%
0.0%
7.5%
3.6%
3.8%
36.1%

$682

4.0%

($163)

-1.2%

($63)

-0.6%

$527

5.4%

2.3%

Cash Flow Data:
Eamings Before Interest, Taxes,
Depreciation & Amortization (EBITDA)

$2,257

13.4%

$1,094

7.9%

$3,040

27.6%

$1,814

18.6%

15.4%

Earnings Before Interest & Taxes (EBIT)
Income Taxes on EBIT (Efficlive Rale)b
Net Income (Debt Free)
Add; Depreciation & Amortization
Cash Flow (Debt Free)
Less: Adjusted Working Capital Additions
Less: Capital Expenditures
Free Cash Flow (Debt Free)
Add' Interest Tax Shield <

$1,361
535
827
895
1,722
(174)
83
1,813
93

8.1%
39.3%
4.9%
5.3%
10.2%
-1.0%
0.5%
10.8%
0.6%

$63
15
49
1,031
1,079
(4,015)
39
5,056
112

0.5%
23.1%
0.4%
7.5%
7.8%
-29.1%
0.3%
36.7%
0.8%

$480
189
292
2,560
2,852
(1,674)
25
4,501
210

4.4%
39.3%
2.7%
23.3%
25.9%
-15.2%
0.2%
40.9"10
1.9%

$1,713
673
1,040
101
1,142
1,913
II
(782)
332

17.6%
39.3%
10.7%
1.0%
11.7%
19.6%
0.1%
-8.0%
3.4%

7.5%
36.0%
4.6%
7.9%
12.5%
-6.4%
0.4%
20.1%
1.4%

Adjusted Free Cash Flow

$1,907

11.3%

$5,168

37.5%

$4,711

42.8%

($451)

-4.6%

21.8%

a. Adjusted as shown in Exhibit 6.
b. At state and federal corporate income tax rates.
c. Equal to income taxes on EBIT minus income taxes on pre-tax earnings.
I:
>

1994
12,681
1,031
63
0
63
324
(261)
(98)

Net Income

N

%

8.1%

S'
0
0

:3
(I)
):lo
"'CJ

II

Income Approach
EXHIBIT 8a - Psg. J
AlA SERVICES CORPORAnON

DISCOUNTED CASH FLOW ANALYSIS - MINORITY INTEREST BASIS (SOOO)

GROWTH

CASE SCENARIO

ProJected'

Pl'Qi~t.d'

1m

1998

PTI>Jected'
1999

Projected'
2000

Projected'
2001

&,597
3,574
$12,171

29,127
8,030
S31,I56

52,640
13,959
S66,599

77,543
21,193
$98,736

106,591
30,010
Sl36,600

9,522
115
9,637

29,610
115
29,725

53,164
53,279

78,874
115
78,989

109,165
115
109,280

2,533

1,43\

IJ,320

19,747

27,320

Other Income (Expense) - Excluding Interest Expense
Adjusted Earnings Before Interest & Taxes (EBIT)

0
2,533

7,431

0
13,320

0
19,747

0
27,320

Less. Net Operating Lo,s Canyfotwanl •
Adjusted Earnings Before Interest &. Taxes (EBIT), net
Less: Income Taxes on EBIT

0
2,533
995

1,43\
2,919

13,320
5,255

19,747
7,933

27,320
10,983

Adjusted Net Income (Debt Free)
Add BaCK:
+ Depreciation & Amortization
Subtract (Add):

1,538

4,512

8,065

11,814

16,337

115

lIS

115

115

115

Commissions
Administrative Fee.
Sales
Less: Operating Expenses'
Adjusted Operating Expenses (Debt Free)
DepreCiation & Amortization
Total Opernting Expenses
Operating Income

Net Operating Loss Canyforward

a

liS

0

b

0

0

0

0

0

UUC account! payable

240

24

0

0

0

Advanced Commissions

240

37

0

0

0

0

0

0

0

()

405

0

0

0

0

Universe Expense Receivable'

Debt service· Reed Taylor
Debt service· Reed Taylor down payment
Debt service· Donna Taylor
Dividends to Series C Stockholders
Capital Expenditures
Free Cash Flow (Debt Fret)

0

0

0

0

0

287

287

287

287

287

50

50

S7,844

$11,592

S16,II6

SO

SO

S432

$4.229

Note.:

,
b

A. provided by Management.
See Exhibits 9 k 13
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Income Approach

. EXHIBIT 8a - Page 1

AlA SERVICES CORPORATION
DISCOUNTED CASH FLOW ANAL YSIS - MINORITY INTEREST BASIS ($000)

19!rT
Adjusted Free Cash Flow

1998

1999

2000

2001

$432

S4,229

$7,844

$11,592

$16,116

$432

$4,229

$7,844

SII,592

S56,946

O.S
08828

1.S

2.5

06&81

0.5363

3.5
0,4180

3.5
0.4180

$381

$2,910

$4,207

$4,846

$23,803

Residual Capitalization Rate

0283

Future Value of Adjusted Free Cash Flows

Number of Periods Deferred
Present Value Factor

ZS.3%

Indicated Total Equity Value (Operating)

.

DISCOUNTED CASH FLOW SUMMARY

Present Value ofYeaJS 1997 through 2000
Present Value ofResiduaJ
Indicated Total Capital Valll¢

36,147,000

Less: Interest Bearing Debt •
Less: Net liabilities to be disposed •

(6,293,944)

Less: Preferred Slock '

(1,536,134)

12,344,000
23,803,000

(7,526,000)

Equity InfUSIon from stock options

310,418

Indlcllted Mlnorl!), Interesl Value

Non-Marketability Discount

@

21,101,340

35.0"/0

Contludcd Ineome Approach Value

0.65
S

Fully-Diluted Shores Outstanding'
Value Per Sharf

13,715,900

1,250,747
10,97

$

Notes:
•

Residual capitalization rate as,umes 3.0% growth.

•

Represents mortgages, notes payable, shareholder redemphon,
and preferred stock

• Nelliabilities to be disposed, as sbown in internal
statements as ofOee.mber 3 I, 1996.
d
Series A preferred stock liquidation value at S I0.00 per share.
, Comprised of 1,079,520 common shares and 171,227 shares ftom stock options.
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Income Approach
EXHIBIT 8b - Page I

ALA SERVICES CORPORATION
DISCOUNTED CASH FLOW ANALYSIS - MINORITY INTEREST BASIS (0$000)
Management's Pro forma Reduced By'

10.0%

MIDDLE CASE SCENARIO

Commissions
Administmtive Fees
Sales
Less: Operating Expenses.
Adjusted Operating Expense. (Debt Free)
Depreciation &. Amortization
Total Operating Expenses

Proj<ded'

1997

1998

10.0%

IO.COA.

10.1)%

Projtded'
1999

Projected'
2000

Projected'
2001

7,737
3,217
$10,954

26,214
7,227
$33,441

47,376
12,564
$59,939

69,789
19,074
$88,863

95,932
27,009
$122,940

9,522
115
9,637

29,610
liS
29,725

53,164
115
53,279

78.874
liS
78,989

\09,165
115
109,280

1,316

3,716

6,660

9.874

13,660

0

0
3,716

0
6,660

0

9,874

0
13,660

3,116
1,460

6,660
2,616

9,874
3,878

13,660

511

799

2,256

4,044

5,995

8,269

115

115

115

liS

liS

0

Operating Income
Other Income (Expense) - Excluding Interest Expense
Adjusted Earnings Before Interest & Taxes (EBIT)

1,316

Less: Net Operating Loss Canyforward b
Adjusted Earnings Before Interest & Taxes (£BIT), net
Less: Income Taxes on EBIT

0
1,316

Adjusted Net Income (Debt Free)
Add Baclc:
+ Depreciation &. Amortization
Subtract (Add).

5,391

0

Net Operatmg Loss Canyforward •

0

0

0

0

UUC accounts payable

240

0

0

0

Advanced Commissions

240

0

0

0

0

24
37
0

0

0

0

405

0

0

0

0

0

0

0

0

0

287

287

287

287

287

50

50

SO

50

50

0$1,973

$3,822

$5,774

$8,047

Universe Expense Receivable'

Debt sefVIce - Reed Taylor
Deb! service - Reed Taylor down payment
Debt service - Donna Taylor
Dividends to Series C Stockholders
Capital Expenditures

($307)

Free Ca5b Flow (Debt Free)

.

10.COA.

Projectei:l'

Notes:
b

As provided by Management
See Exhibits 9 & 13.
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Income Approach'

EXHIBIT 8b - Page 1;

AlA SERVICES CORPORATION
DISCOUl'ITED CASH FLOW ANALYSIS - MINORITY INTEREST BASIS (SOOQ)

1997
Adjusted Free Cash Flow

1998

1999

2000

2001

($307)

$1,973

13,&22

$5,774

$8,047

($307)

SI,973

$3,822

$5,774

$28,435

1.5
0.6881

2.5
0.5363

3.S

3.5

OA180

0.4180

SI,358

S2,050

$2,413

$11,886

Residual Capitalization Rate

0.283

Future Value of Adjusted Free Casb Flows
Number of Periods Deferred
Present Value Factor

0.5
0.8828

28.3%

Indicated Total EqUIty Value (Operating)

($271)

.

DISCOUNTED CASH FLOW SUMMARY

Present Value of Years 1997 through 2000
Present Value of Residual
Indicated Total CapItal Value

5,550,000
11,886,000
17,436,000

Less: Interest Bearing Debt •

(7,526,000)

Less: Net liabilities to be disposed'

(6,293,944)

Less. Preferred Stocle •
Equity Infusion from Non-qualified stock options

(1,536,134)
15,250

2,095,172

Indicated MInority Interest Value

Non-Marleetability Discount

@

35.0%

Concluded Income Approach Value

65%
S

fully-Diluted Shares Outstanding <
Value Per Share

1,362,000
1,250,747
1,09

S

Notes:
•

Residunl capitalization rate assumes 3.0% growth.

•

Represents mortgages, note:! payable, shareholder redemption,

<

and preferred stock
Net liabilities to be disposed. as shown in internal

d

statements as of December 31, 19%.
Series A preferred stock liquidation value at $10.00 per share

<

Comprised of 1,079,520 common shares and 171,227 shares from stock options.
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Income Approach
EXHIBIT Sc • Page 1
AlA SERVICES CORPORATION
DISCOUNTED CASH FLOW ANALYSIS· MINORITY INTEREST BASIS (SOOO)

Projected'
1998

Projected'
1999

Projected'
2000

Projected'
1001

7,335
3,277
SIO,612

13,277
4,915
S18,192

19,826
6,907
S26,733

26,433
9,082
$35,515

34,539
11,791
$46,330

7,927
115
8,042

14,439
115
14,554

21,271
115
21,386

28.297
115
28,412

36,949
liS
37,064

2,571

3,638

5,347

7,103

9,266

Other Income (Expense) - Excluding Interest Expense
Adjusted Earnings Before Interest & Taxes (EBI!)

0
2,571

0

0
5,347

0

3,638

7,103

0
9,266

Less: Net Opernting Loss Carryforward •
Adjusted Earnmgs Before Interest & Taxes (£BIT), net
Less: Income Taxes on EBiT

0
2,571
1,010

3,638
1,429

5,347
2.100

7,103
2,790

9,266
3,640

Adjusted Net Income (Debt Free)
Add Back:
+ Depreciation & Amortization
Subtract (Add):

1,561

2,209

3,246

4,313

5,626

115

115

liS

liS

115

0

BASE CASE SCENARIO

Projected'
1997

Commiuions
Administrative Fees
Sales
Less: Operating Expenses:
Adjusted Opefllting Expenses (Debt Free)
Depreciation & Amortization
Total Operating Expenses
Operating Income

Net Operating Loss Carryforward b

0

Universe Expense Receivable'

0

0

0

0

ULIC accounts payable

240

24

0

0

0

Advanced Commissions

240

37

0

0

0
0

Debt service· Reed Taylor
Debt service - Reed Taylor down payment
Debt service - Donna Taylor
Dividend. to Series C Stockholders
Capital Expenditure,
Free Cash Flow (Deb! Free)

.

0

0

0

0

405

0

0

0

0

0

0

0

0

0

287

287

287

287

287

SO

50

50

50

50

$454

SI,926

S3,025

$4,091

S5,405

Notes:
b

As provided by Management.

Sec E><hibits 9 &: 13.
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Income Approach

AlA SERVICES CORPORATION
DISCOUNTED CASH FLOW ANALYSIS - MINORITY INrERESf BASIS (SOOO)

1997

Adjusted Free Casb Flow

1998

S454

1999

$1,926

$3,025

2000
S4,091

Residual Capitalization Rate

2001

$5,405
0283

S4S4

$1,926

$3,025

.$4,091

$19,098

0.5
0.882S

1.5
0.6&81

2.5
0.5363

3.5
DAlBO

O.4laO

$401

11,325

$1,622

$1,710

S7,983

Future Value of Adjusted Free Cash Flows
Number ofP.riods Deferred
Present Value Factor

28.3%

Indicated Total Equity Value (Operating)

.

3.5

DISCOUNTED CASH FLOW SUMMARY
5,058,000

Present Value of Years 1997 through 2000
Present Value of ReSIdua!
Indicated Total Capital Value

7,983,000

13,041,000

Less' Interest Bearing Debt •
Less: Net liabilities to be disposed '

(7,526,000)

Less. Preferred Stock d
Equity Infusion from Non-qualified stock options

(1,536,134)

Indicated Minority Interest V.lue

(2.299,828)

Non-Marketability Discount

@

(6,293,944)
15,250

NMP

350%

Concluded Income Approacb Value

S

1,250,747

Fully-Diluted Shares Outstanding'
Valne Per Share

(2,299,828)

s

(1.84)

Notes:
• Residual capitalization rate assumcs 3.0% growth.
> Represents mortgages, notes payable, shll.l1:holder redemption,

,

and preferred slock
Net liabilities to be disposed, as shown in internal
statements as of December 31, 1996.

•

Series A prefelTed stock liquidation value at SIO.OO per share.

,

Comprised of 1,079,520 common sbares and 171,227 shares from stocle options.
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Income Approach

EXffiBIT9
AlA 1296JCLS

AlA SERVICES CORPORATION
NET OPERATING LOSS (NOL) CARRYFORWARD (NOLCF) CALCULATION

Reed Taylor Redemption
Total Shares Held

Price Per Share
Total Redemption Value

613,494
x

Total Redemption Value - Reed Taylor
Reed Taylor shares as percentage oftota! value as ofredernption date

$

15.00
9,202,403

$

9,202,403

S

59.4%
15,500,700

+

Estimated FMV of fll1ll at date of redemption

Long-Term Tax Exempt Rate

5.0%

Annual NOL usable amount
State & Federal Taxes d

S

775,000

S

39.3%
304,575

x

Annual Tax Savings
AlA Services - Total NOLCF available

$

Years NOLCF available (rounded)
Present Value of NOLCF with discount rate' of

b

1,900,000

2.50
28.3%

S499,OOO

Notes:
• As reported by management
Current statutory long-term tax exempt rate.

b
C

Product of estimated FMV of firm and long-term tax exempt ratc.

d

Current statutory state and federal tax rates .

• As reported in audited financial statements as of December 31,1996 per BDO Seidman.
r Quotient of NOLCF over annual NOL useable amount.
• Equal to WACC discount rate. Sec Exhibit 5 for derivation.
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Market Approach
The Market Approach analyzes public trading prices and/or merger and acquisition prices of
companies which are similar in nature to the subject Company. Application of this method uses
valuation ratios based on current market prices and historical financial data for the guideline
companies. Selected valuation ratios derived from the analysis are then applied to the Company's
adjusted historical or projected financial results to arrive at indications of value.
Criteria for selecting guideline companies include similarity of lines of business. markets, growth
prospects, risks and firm size. The primary criterion for selecting guideline firms is similarity of
lines of business with those of the subject business.
We focused our investigation on publicly traded guideline companies, which reflect prices for
minority interest ownership positions. Merger and acquisition data were not used, because these
transactions primarily reflect prices for majority interest ownership positions.
Various valuation ratios may be derived from guideline companies in calculating the fair market
value of a closely held business. Valuation ratios can be broadly categorized into two types: total
equity and total invested capital ratios. Commonly used total equity ratios include the ratios of
market value of total equity to net income, cash flow, and book value of total equity. These
valuation ratios are then applied to the Company's adjusted historical or projected financial
results to produce indications of value. Any non-operating assets are then added to indicate the
Company's total equity value.

Publicly Traded Guideline Company Analysis
We have carefully investigated the stock market in order to identify companies in SIC Code
6324, hospital and medical service plans. We~selected four companies which are judged to have
a reasonable degree of comparability with the Company. Although the selected guideline
companies differ in important respects from the Company, they are generally influenced by
similar business and economic conditions, and are considered to offer alternative investment
opportunities.
ARTHUR J. GALLAGHER & CO. and its subsidiaries are engaged in providing
insurance brokerage, risk management, and related services to clients in the US and
abroad. The company's principal activity is the negotiation and placement of
insurance for its clients. The company also specializes in furnishing risk
management services.

HILB, ROGAL, AND HAMILTON COMPANY, through its network of wholIyowned subsidiary insurance agencies, places various types of insurance, including
property, casualty, marine, aviation, and employee benefits insurance, with insurance
underwriters on behalf of its clients.
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Market Approach

POE & BROWN, INC. is a general insurance agency· headquartered in Daytona
Beach and Tampa, Florida that resulted from an April 28. 1993 business combination
involving Poe & Associates, Inc. and Brown & Brown, Inc. The company is a
diversified insurance brokerage and agency that markets and sells primarily property
and casualty insurance products and services to its clients. Because the company does
not engage in underwriting activities. it does not assume underwriting risks, Instead,
it acts in an agency capacity to provide its customers with targeted, customized risk
management products,
EW BLANCH HOWINGS, INC. and its predecessor organizations have been in
operation since 1957. The Company is a leading provider of integrated risk
management and distribution services including reinsurance intermediary services.
risk management consulting and administration services. and wholesale insurance
services.

A comparative analysis of the guideline companies and subject Company is presented in
Exhibit 10. Computed valuation ratios are presented in Exhibit II,
The valuation ratios derived in the analysis represent values for relatively large publicly traded
companies. In contrast, the subject Company is significantly smaller, has less growth potential,
and has unique risks. As a result, adjustments were made to the selected valuation ratios to
account for these factors.
Studies of large versus small companies within the stock market and the merger and acquisition
market indicate that small companies typically sell at significantly lower valuation ratios than
large companies. The Company is somewhat smaller than the guideline companies, and lower
valuation ratios are considered appropriate.
Growth expectations also have a significant impact on valuation ratios. All else being equal,
higher growth companies exhibit higher valuation ratios. The guideline companies have
exhibited significant growth in recent years and are expected to continue this growth in the
future. In contrast. the Company has much less growth potential 'and lower valuation ratios are
considered appropriate.
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Unique risks have a significant impact on valuation ratios. Valuation ratios for guideline
companies with similar size and growth potential can vary significantly due to unique risk
factors. An analysis of the Company's risk factors relative to the guideline companies follows:

Factor

Analysis

Effect on Risk
Premium

Size of Company
Operating Factors:
History of Company
Management
Labor Relations
Products/Services
Markets/Customers
Suppliers
Competition
Economic!Industry Factors:
Condition of Economy
Condition ofIndustry
Contingent Liabilities

Smaller than small COIIJIJany stocks included in small stock omnium

Higher

changing business operations; selling underwriting divisions
experienced
large layoff due to elimination of department
changing services and operations to historical operations
strong relations; captured markets
not meaninld'ul
high barriers to entry

Higher
None
Higher
Higher
Lower
N/A
Lower

Local economy similar to national economy
Local industry similar to national industry
None (self insurance,litigation, contingent or unfunded liabilities)

None
None
None

Important factors are the Company's small relative size and lower growth potential, followed by the
overall results for the operating, financial and economic factors.
Based on foregoing
considerations, we have adjusted the average valuation ratios downward by 54 percent to account
for the differences in growth projections for the publicly traded companies and the Company, and
to account for the substantial size difference of the companies.
Each adjusted valuation ratio is then applied to the Company's corresponding adjusted earnings,
cash flow, or revenue figure to produce an indication of value, either total equity value or total
capital value, depending on the type of valuation ratio employed.
Any non-operating assets are then added and interest bearing debt capital is subtracted (as
applicable) to produce indications of total equity value. Exhibit 12 summarizes the results of the
Publicly Traded Guideline Company analysis.
The indicated value represents a minority interest value as if the Company was publicly traded.
From the indicated value, a non-marketability discount must be deducted to arrive at estimated
values for a minority interest in the Company's stock. The non-marketability discount is discussed
in a following section of this report.
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EXlUBIT 10
AlA SERVICES CORPORATION
FINANCIAL DATA OF SELECTED PUBUCLYTRADED GUIDELINE COMPANIES

Statement Date

Size ($000)
Revenues
Total Assets
Shareholder Equity
Pre· Tax Income"

B.W. Blanch

Arthur 1.

HoldIngs Co'

Gallagher &. Co

12131196

12131/96

HUb Rogal
&.

Hamilton

Poe&.

AlA SERVICES

AlA SERVICES CORP

Brown Co

CORPORATION

vs.
COMPARABLES

12131196

12131196

AVERAGE

12131196

109,038
514,756
68,453

456,679
590,424
134,530

158,243
181,475
55,298

118,680
179,743
67,286

210,660
366,600
81,392

9,758
2,872
NM

Substantially smaller
Substantially smaller
SUbstantially smaller

10,261

69,399

19,045

27,046

31,438

1,434

SubstantIally smaller

ProfllJlbllity Ratios
Pre-Tax Income/Sales

9.4%

152Y.

12.0%

228Y.

1486%

147%

• Three.Year Average

25.4%

152%

12.9%

217%

18.80"10

40%

Pre-Tax Incomo'Equily

15.0%

516%

34.4%

40.2%

3530%

-107%

DividendsINet Income

84.2%

38.3%

686%

257%

5420%

172%

- Three-Year Average
Gross Margin

Average profil4billly
Lower profitability
LowerROI
No dividend payout

46.7%

35.6%

68.0%

267%

44.26%

5.5%

100.0%

100.0%

100.0%

100.0%

100 00"10

100.0%

16.2%

77%

6.0%

8.1%

950"1.

-15.8%

-40.2%

8.6%

0.7%

146%

-4.07%

NM

Lower pro-tax growth

Lower solvency
Lower liqUIdIty

No dividend payout
NaCOS

I

W

N
I

Thn:e-Year Compound Growth'
Revenues
Pre-Tax Income

>>0
0

tv
\0
I--'

0\
-.....:)

N

~

10
0.9

0.9
07

Leverage Ralios
Total DebllEquilY
Long-Term DebVEqulty

6.5
00

34
00

Asset Managemenl Ratios
Receivables Turnover
Inventoty Turnover
SaiesIWorking Capital
Sales/Equity
SalesINet fIxed Assets

80
NA
4.8
16
84

19
NA

38
NA
-123
29

1.9
NA
20.7
I 8
98

238
3.4
17.6

'

iii

• See notes on Exhibit 11 far adjustments to earnings for comparable companies.
Note Chent earnongs adjustments, if any needed for comparison purposes.

g'"

~

27
1.1

i!:

>

i--I

Liguidity Ratios
Current Ralio
QUIck RallO

'

II
10

1.4
0.9

0.9
06

23

17

05

01

35
01

-1.2
-0.6

3.9

7.9

NA
93
24
114

NA

98

F,seal 1996 expenses for E W Blanch Holdings Company reflect a one-time restructuring charge of $22 75 mIllion

Latest three fiscal years

-51.4
-07
37.8

Low"r revenllQ growth

!{jgher leverage
HIgher long-term leverage

Slower receIVable tum
No inventory
Lower wo.rlciog capillli
Lower equity

Lower net fixed assets

:5:

I:U
.....

-""
ctI

l>

"0
"0

-.
0
I:U

(')
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Market Approach
EXHIBIT II

AlA SERVICES CORPORATION
VA LUAnON RATIOS FOR SELECTED PUBLICLY·TRADED GUIDELINE COMPANIES

L Price/Earni ...,. (PIE)

PRJCE·TO-EARNINGS RATIOS:
December, 1996
Price Range

E W Blanch Holdings Company
Arthur J. Gallagher & Company
Hill>. Rogal & Hamilton Company
Poe &; Brown Company

1863
2938
13 13
26.00

·
·
·
·

20.13
31.38
14.00
2750

1997

Latest 3.Yr.

Avtragt

Earnings

Latest

Latest

Price

ProJcaion

II Montb.

Fiscal Year

1938
30.38
13.56
2675

Average RJOlio.

10.42
10 81
14.90
12.50

40.84 •
1080
IS 84
1403

4084
1080
15.27
14.03

11.16

13.56

13.37

.

Latest 3· Yr.

Weignled

Strai~ht

Ayerage

Average

21.31
t 144
IS 65
1500

1855
11.&3
1556
15.50

15.85

15.36

• Excluded from average.

n. Price/C••h Flow (P/CF)
December, 1996
Selected Companies

E. W. Blanch Holdings Company
Arthur J. Gallagher <It Company
Hilb, Rogal & Hamilton Company
Poe & Brown Company

Price Range
18.63
29.38
13 13
2600

·

20.13
31.38
1400
2750

Average
Price
1938
3038
13.56
26.75

Average RJOlin.

PRICE·TO·CASH FLOW RATIOS:
Latest3·Yr.
LatestJ·Yr.
Latest
Latest
Weisbied
Stralgbt
11 Months
Fiscal Year
Average
Average
20.78
8.90
1232
966

2078
890
11.97
966

1487

936
12 39
10.34

IJ 86
968
12 45
1066

12.92

12.83

11.74

11.66

Note I Cash flow is defined as net income afler tax plus depreciation and amortization

Ill. Market Value oflnve.ted CapllallRevenue (MYIClRl

Selected Companits
E W. Blanch Holdings Company
Arthur J. Gallagher <It Company
Hilb, Rog.1 & Hamilton Company
Poe & Brown Company

Market Value (SOOO)
Ddlt&
Preferred
Invested
Equity
Stock
Caplbl
256913
494900
180666
231548

6994
1130
29541
10665

263907
496030
210207
242213

2.42
1.09
133
2.04

242
1.09

265

1.33

138
2.17

1.13

2.04

1.83

1.72

Average Ratio.

IV. Market Value ofInvested OopltallDebt·Free Cash Flow (MVICIDFCF)
Ma rket Value (SOoo)
Debl&
Preferred
Invested
Stock
Capital
Egulty
Selected Companies
E. W Blanch Holdings Company
Arthur 1. Gallagher & Company
Hilb, Rogal /l; HamIlton Company
Poe & Brown Company

MARKET VALUE OF INVESTED CAPITAL.TO·
REVENUE RATIOS:
Latest 3-Y r.
Latest3-Yr.
Weighted
Latest
Latest
Straight
12 Months
Fiscal Year
Average
Average

256913
494900

180666
231548

6994
1130
29541
10665

263907
496030
210207
242213

1.89

MARKET VALUE OF INVESTED CAPITAL.TO.
DEBT·FREE CASH FLOW RATIOS:
Latest3·Yr.
Latest:!· Yr.
Latest
Latest
Weighted
Straight
12 Montlls
Fiscal Year
Average
Average
21 II
886
13 64
987
10.79

Average RJOllo•

2.78
I 15
1.41

.

21.11
886
1328
987

.

10.67

1512
930
1388
1052

1410
9.59
1398
1082

12.21

12.12

• Excluded from average.
Note 1: Debt-free cash flow is defined as net Income after tax plus depreciation, amortizauon. and interest expense net of income taxes
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Market Approach
EXHIBIT lZ - Page 17

AlA SERVICES CORPORATION
MARKET APPROACH SUMMARY - MINORITY INTEREST BASIS

r.

Price/Earnings (PIE)

Year
Earnings Projection
Latest Fiscal Year
3-Year Weighted Average Earnings
3- Year Straight Average Earnings
Average Indicated Equity Value

Adjusted
Net Income'
SI,513,525
$527,070
$215,346
$100,331

x

x
x
x

Selected
PIE Ratlob
5.6
6.2
7.3
7.1

Indicated
Value
$S,476,OOO
3,268,000

Weight

NM
NM
S2,936,OOO

1.00

Indicated
Value
$3,708,000

Weight

II. Price/Cash Flow (P{CF)

Year
Latest Fiscal Year
3- Year Weighted Average Earnings
3- Year Straight Average Earnings
Average Indicated Equity Value

Cash
Flow'
S628,521
$1,291.289
S 1,331,162

x
x

x

Selected
P{CF Ratio b
5.9
5.4
5.4

NM
NM
$1,236,000

1.00

III. Market Value oflnvested Capital/Revenue (MVICIR)
Year
Lutest Fiscal Year
3-Year Weighted Average Earnings
3-Year Straight Average Earnings
Average Indicated MVlC Value
Less: Interest Bearing Debt
Average Indicated Equity Value

Revenue"
$9,758,226
$10,840,586
$11,510,103

x
x

x

Selected
MVTCIR Ratio b
0.8
0.8
0.9

Indicated
Value
7,807,000
8,672,000
10,359.000
$8,946,000
( 15,356,078)

NM

Weight

1.00

rv. Market Value ofInvesled CapitlillDebt-Free Cash Flow (MVICIDFCF)
Selected
MVICIDFCF
Year
Latest 12 Months
Latest Fiscal Year
3-Year Weighted Average Earnings
3-Year Straight Average Earnings
Average Indicated MVIC Value
Less: Interest Bearing Debt
Average Indicated Equity Value

DFCF'
$1,141,582
$1,141,582
$1,701,291
$1,690,910

x

x
x
x

5.0
4.9
5.6
5.6

Indicated
Value
$5,708,000
5,594,000
9,527,000
9,469,000
$7,575,000
(15,356,078)

NM
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Market Approaen
EXHIBIT 12 - Page 18
AIA SERVICES CORPORAnON
MARKET APPROACH SUMMARY - MINORITY INTEREST BASIS

MARKET APPROACH SUMMARY
Indicated Total Equity Value Based on Weightings (Minority Interest)
Less: Net liabilities to be disposed

c

(6,293,944)

Indicated Minority Interest Value
Non-marketability discount

$1,043,000

NM

@

35%

0.65

Concluded Market Approach Value (rounded)

NM

•

Based on Exhibits 2.6 and 7.

b

Based on average ratios, adjusted downward by 54 percent.

,

Net liabilities to be disposed, as shown in audited statements as of December J I, 1996.
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. Non-Marketability Discount
Closely held equity interests lack the inherent liquidity of publicly traded securities, and thus are
not as attractive for investment purposes. Accordingly, it is accepted valuation practice to
discount the value of closely held equity interests to reflect this disparity.
Revenue Ruling 77-287, issued by the Internal Revenue Service, states:
Whether the shares are privately held or publicly traded affects the worth of the
shares to the holder. Securities traded on a public market generally are worth more
to investors than those that are not traded on a public market
The values indicated by the Income and Market approaches are considered to indicate the value
of the Company as if it was publicly traded. However, the Company is not publicly traded and it
is very unlikely that a market for its stock will ever develop. Therefore a discount for nonmarketability is applied to reflect the relative difference in marketability.
The non-marketability discount is also applied to reflect limitations on transfer of the Company's
stock. The shares are subject to a buy/sell agreement which restricts transfers outside the current
ownership group. In the case of a third party offer for a shareholder's stock, the other
shareholders have rights of first refusal.
Various types of evidence are available to indicate the range of discounts applicable for lack of
marketability. Three types of evidence regarding the magnitude of non-marketability discounts
are considered in this report:
•
•
•

Letter Stock Studies
Pre-lPO Studies
Court Decisions

In general, the evidence indicates that non-marketability discounts are significant for minority
interests. The evidence also indicates that the magnitude of discounts increases as the potential
for marketability decreases. Overall, the evidence is considered to indicate the general
magnitude of discounts applicable for non-marketability. The discount applicable to a particular
closely held equity interest is dependent on available evidence and the facts and circumstances
relating to the business.
Letter Stock Studies
Various studies of letter stock sales indicate the magnitude of the discount for non-marketability.
A letter stock is an unregistered stock subject to the restrictions of Securities and Exchange
Commission (SEC) Rule 144. Letter stock (often referred to as "Rule 144" stock) is identical to
the freely traded stock of a public company except that it is restricted from trading on the open
market for a certain period of time. The transfer restriction usually lapses after two years.
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Non-Marketability Discount

Holders of letter stock may obtain future registration rights from the issuer, shortening the period
of restriction. However, SEC Rule 144 may impose volume and other restrictions upon transfer.
Companies issue letter stock in order to avoid the time, expense and public disclosure of
registering new stock with the SEC. Letter stock cannot be sold on the open market, but may be
sold in private placements. In the past, these private transactions were usually reported to the
SEC. Large institutional investors are now exempt from the disclosure requirements under SEC
Rule 144A.
The difference between the purchase price of a letter stock and the market price for the freely
traded counterpart stock on the same date indicates the effect of restricted marketability. Both
letter stocks and their freely traded counterparts represent minority interests in public companies.
As a result, the indicated discounts are considered most applicable to minority interests in
privately held companies.
A number of letter stock studies have been conducted in the past. These studies are summarized
on the following pages.
In the Institutional Investors Study Report of the Securities and Exchange Commission l , the SEC
studied approximately 400 companies to detef!l1ine the magnitude of discounts at which
transactions in letter stock occurred, compared to the prices of otherwise identical but
unrestricted stocks on the open market. The 1971 study analyzed restricted stock sales between
1966 and 1969. Results of the study indicate that restricted securities generally sell at substantial
discounts from their freely traded counterparts. Discounts were lowest for companies traded on
the NYSE and highest for non-reporting over-the-counter (OTC) companies. Indicated discounts
were lower for the. largest companies and higher for the smallest companies in the study. Most of
the largest companies were listed on the NYSE while the smallest companies were trading overthe-counter.
Indicated discounts varied widely in the study, as shown in the following table. The average
discount for all companies in the study was approximately 25.8 percent. For non-reporting OTC
companies, the average discount was approximately 32.6 percent. Companies traded over-thecounter are more comparable to closely held businesses than NYSE companies because of their
smaller relative size.

l"Discounts Involved in Purchase of Common Stock" in U.S. 92nd Congress, 1st Session, House, Institutional
Investor Study Report to the Securities and Exchange Commission (Washington, D.C.: U.S. Govemment Printing
Office, March 10, 1971,5:2444-2456. Document No. 92-64. Part 5).
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Percentage of-Transactions
AU Companies
OTC Non-reporting

Discount
Over 50%
Over 40%
Over 30%
Over 20%
Over 10%

12.1%

16.1%
33.9%
56.3%
71.4%
87.5%

20.9%
37.7%
57.0%
76.6%

Milton Gelman published a study in 1972 analyzing the prices paid for restricted securities by
four closed-end investment companies. 2 The study analyzed the discounts in 89 transactions
between 1968 and 1970. Indicated discounts varied widely as shown in the following table. The
average and median discounts were 33 percent.
Discount

Percentage of Transactions

40% and over
35% and over
30% and over
25% and over
20% and over
15% and over

36%
46%
59%
69%
84%
94%

Robert Trout published a study of letter stock transactions between 1968 and 1972.3 The 1977
study analyzed the discounts in 60 purchases of restricted stocks by mutual funds. Similar to the
SEC study. Trout found that companies listed on the major stock exchanges had lower discounts
than companies traded over-the-counter. The average discount was 33.5 percent.
A 1973 study published by Robert Moroney analyzed 146 letter stock purchases by ten
investment companies. 4 Discounts ranged widely as shown in the following table. The highest
discount was 90 percent. The average discount was 35.6 percent and the median discount was
33.0 percent. Moroney concluded that tax courts had been overvaluing minority interests in
closely held companies in the past.
Discount

Percentage of Transactions

60% and over
50% and over
40% and over
30% and over
20% and over

6.8%
22.6%
39.7%
63.0%
83.6%

2Millon Gelman, "An Economist-Financial Analyst's Approach To Valuing Stock Of A Closely-Held Company,"
Journal of Taxation, June 1972, p. 354.
3Robert R. Trout, "Estimation Of The Discount Associated With The Transfer Of Restricted Securities," Taxes, June
1977,pp.381-3&5.
4
Robert E. Moroney, ''Most Courts Overvalue Closely Held Stocks," Taxes, March 1973, pp. 144-154.
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Non-Marketability Discount
J. Michael Maher published a study of restricted stock purchases by four mutual funds between
1969 and 1973. 5 He found that mutual funds were not purchasing letter stock in 1974 and 1975,
when the stock market was depressed. The average discount was 35.4 percent. Maher concluded
that the discount should be considered separately from any discount for lack of control.
A study conducted by Standard Research Consultants (SRC) in 1983 analyzed 28 private
placements of letter stock between 1978 and 1982. 6 Discounts ranged between 7 percent and 91
percent. The median discount was 45 percent.
An unpublished study by Willamette Management Associates, Inc. analyzed 33 purchases of
restricted stock between 1981 and 1984. 7 It was reported that there was little overlap with the
SRC study. The median discount was 31.2 percent. The slightly lower discount may be
.
attributable to the depressed stock market during the period of the study.
William L. Silber studied 69 private placements of letter stock between 1981 and 1988.&
Discounts ranged between negative 12.7 percent and 84 percent, with an average of 33.75
percent. Silber found that higher discounts were associated with smaller flrms, as measured by
revenues, earnings and market capitalization. He also reported that discounts varied with the
amount of restricted stock relative to publicly traded stock and the credit-worthiness of the
issuing company.

In 1994 Lance S. Hall and Timothy C. Polacek9 published the results of a study which updated
the SEC Institutional Investor Study. The study analyzed over 100 restricted stock transactions
from 1979 through April 1992. The authors reported an average discount of 23 percent. Their
study indicated that higher discounts were associated with smaller companies and smaller blocks
of stock.

5J . Michael Maher, "Discounts For Lack Of Marketability For Closely Held Business Interests," Taxes, September
1976, pp. 562-571.
6"Revenue Ruling 77-287 Revisited," SRC Ouarterly Reports, Spring 1983, pp. 1-3.
7Willamette Management Associates study (unpublished), Shannon Pratt, Valuing A Business, 1989, pp. 247-248.
gWilIiam L. Silber, "Discounts on Restricted Stock: The Impact of Illiquidity on Stock Prices", Financial Analysts
.
Journal, July/August, 1991, pp. 60-64.
9Lance S. Hall and Timothy C. Polacek, "Strategies for Obtaining the Largest Valuation Discounts", Estate
~,.JanuarylFebruary 1994, pp. 38-44.
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Non-Marketability Discount
The nine letter stock studies are.summarized in the following table:
Years of study

Study
nstitutional Investors Study:
All Companies
Non-reporting OTe Companies
belman

1966-1969
. 1966-1969
1968-1970
1968-1972
NA
1969-1973
1978-1982
1981-1984
1981-1988
1979-1992

[Trout
Moroney
Maher
Standard Research Consultants'"
Willamette Management Associates*
Silber
iHall and Polacek

Average Discount
25.8%
32.6%
33.0%
33.5%
35.6%
35.4%
45.0%
31.2%
33.75%
23%

*Median discounts are presented
NA - not available

Results of the studies indicate that average (or median) discounts ranged between 23 percent and
45 percent, and generally approximated 35 percent, during the 1966-1992 period. Overall the
results of the letter stock' studies are considered to be quite consistent and provide strong
evidence for discounts for restricted marketability.

In regard to these studies, it is very important to note that restrictions on the transfer of private
placement stock eventually lapse, usually within 24 months. At that point the holder can sell the
shares into the existing market, subject only to certain volume restrictions imposed by SEC Rule
144. Minority interests in a closely held business, which may not ever have the benefit of a
public market, would therefore be expected to require a higher discount for lack of marketability
than that which is applicable to restricted stock of a public company.
Pre-IPO Studies
Studies of private transactions prior to initial public offerings (IPOs) provide a second type of
indication of the discount applicable for lack of marketability. In these studies, prices of private
transactions are compared to subsequent public offering prices of the same issues. The
difference in price indicates the effect of non-marketability.
Both the private transactions and the subsequent public offerings represent minority interests in
the IPO companies. As a result, the indicated discounts are considered most applicable to
minority interests in pri vately held finns.
Two sets of Pre-IPO studies have been made public to date, the first conducted by John D.
Emory and the second by Willamette Management Associates. While based on similar
principles, the two sets of studies use different methodologies to arrive at discounts for nonmarketability.
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Non-Marketability Discount

Emory Studies
John D. Emory has conducted seven separate IPO studies since 1980. 10 The seven studies
covered eighteen month periods and were based on analyses of IPO p.rospectuses. A prospectus
is required to disclose stock transactions between principals and insiders that took place during
the latest fiscal year prior to a public offering.
Most of the transactions were stated to have been made at fair market value. Given the
subsequent public offerings, all of the transactions would have' had to be able to withstand
scrutiny by the SEC, IRS, and the courts. The transactions represented either a direct sale of
stock, a granting of stock options, or payment for services. Because of the scrutiny such
transactions receive prior to IPOs, corporate directors and underwriters view the determination of
fair market value very seriously.
Emory analyzed all IPO prospectuses available during the study periods in order to identify
transactions suitable to the study. Two criteria were applied in this selection process: the
company had to be financially sound and the transactions had to take place within the five
months preceding the IPO. Because an IPO takes a minimum of four to five months from start to
finish, the selected transactions would almost certainly have reflected the likelihood of
marketability in the near future. Emory eliminated from consideration development stage
companies, firms with operating losses, and companies with IPO prices under $5 .. All the
companies included in the studies were promising in nature and had good potential for becoming
marketable. The studies provided pricing details for the analyzed transactions.
The results of the seven Emory studies are summarized in the following table:

Study

Number or
Transactions

Average
Discount

Median
Discount

Maximum
Discount

1994-1995
1992-1993
1990-1992
1989-1990
1987-1989
1985-1986
1980-1981

46
54
35
23
27
21
13

45%
45%
42%
45%
45%
43%
60%

45%
44%
40%
40%
45%
43%
66%

79%
90%
94%
94%
82%
83%
87%

Overall

219

45%

43%

94%

An average discount of 45 percent was found in the seven studies. Forty-four of the 219
transactions included in the seven studies were sales transactions. The average discount for the
44 sales transactions was 49 percent, and the median was 51 percent. Results for the seven
studies were very similar, despite the fact that the studies covered very diverse market conditions.

IOJohn D. Emory. "The Value Of Marketability As Illustrated In Initial Public Offerings Of Common Stock - January
1994 through June 1995," Business Valuation Review. December 1995. pp. 155-160.
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Emory notes that all of the selected transactions represented promising companies whose stock
had a good potential to become readily marketable. He concludes with the following question,
"if these kinds of discounts are appropriate for promising situations where marketability is
probable, but not a certainty, how much greater should discounts be for the more typical
company's stock that has no marketability, little if any chance of ever becoming marketable, and
is in a neutral to unpromising situation?"

Willamette Studies
Willamette Management Associates conducted twelve separate Pre-IPO studies between 1975
and 1992. II Unlike the Emory studies, the Willamette studies were based on an analysis of SEC
registration documents. These source documents disclose all private transactions in the stock
within the three years preceding a public offering. Prospectuses disclose only transactions with
principals and insiders.
The transactions used in the Willamette study differed almost completely from those used in the
Emory studies. Willamette included all transactions during the three years prior to the public
offerings and attempted to include only arm's length transactions. Details of the transactions
were not reported.
Transactions involving company insiders and stock option transactions were e1iminated unless
there was reason to believe they represented bona fide transactions for full value. Willamette
also excluded financial institutions, natural resource companies, offering prices less than $1.00,
and offerings including units or warrants.
Willamette computed the discount using two methods. First, the private transaction prices were
compared to the initial offering prices. Second, the price-earnings ratios of the private
transactions were compared to the IPO price-earnings ratios. The price-earnings ratio method
was only used for those transactions where meaningful earnings data were available.
Because the private transactions occurred up to three years before the IPO, Willamette made
adjustments to account for differences in stock market conditions between the time of the private
transaction and the initial offering. The private transaction prices were adjusted using an
industry stock price index. Private transaction price-earnings ratios were adjusted based on
differences in industry average price-earnings ratios.

IIWilIamette Management Associates study, Shannon Pratt, Valuing A Business. 1996, pp. 344-348.
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Results

of the twelve Willamette studies are summarized as follows:
Discounts Based on Transaction Prices

Time Period

Number Of
Companies

Number Of
Transactions

Median
Discount

28

59
30
185
94
75
NA
NA
NA
NA
68
152
216

64.3%
68.2%
68.2%
80.5%
61.3%
NA
NA
NA
NA
50.4%
39.1%
64.9%

1975-1978
1979
1980-1982
1984
1985
1986
1987
1988
1989
1990
1991
1992

II

98
53
39
NA
NA
NA
NA
38
75
86

Discounts Based on Price-Earnings Ratios

Time Period

Number Of
Companies

Number Of
Transactions

Median
Discount

17
9
58
20
18
47
25

31
17
113
33
25
74
40
19
19
23
34
75

54.7%
62.9%
55.5%
74.4%
43.2%
47.5%
43.8%
51.8%
50.4%
48.5%
31.8%
52.4%

1975-1978
1979
1980-1982
1984
1985
1986
1987
1988
1989
1990
1991
1992

13

9
17
27
36

The median discounts based on transaction prices ranged between 39.1 percent and 80.5 percent,
with a midpoint of over 60 percent. Based on price-earnings ratios, the median discounts ranged
from 31.8 percent to 74.4 percent, with a midpoint in excess of 50 percent.
Willamette believes that, while both sets of discounts are useful, the discount based on priceearnings ratios represents a more accurate estimate for non-marketability discounts because it
eliminates the impact of changes in earnings and prices between the transaction date and the IPO
date.
The transactions included in the Willamette studies all involved companies which went public
within three years. Closely held interests in companies which have little or no prospect of
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Non-Marketability Discount
becoming marketable in the futur~ would therefore be expected to require a higher discount for
non-marketability than that indicated by the Willamette studies.
Summary - Pre-IPO Studies
The Emory and Willamette studies provide strong evidence for discounts for lack of
marketability. The midpoint of the median discounts in the Willamette studies exceeded 50
percent. Average discounts in the Emory studies were slightly lower, equal to 45 percent. This
difference is not unexpected given that the transactions used in the Emory studies occurred
during the five months preceding a public offering and would have reflected the likelihood of
marketability in the near future. Higher discounts would generally be appropriate for minority
interests in closely held companies which are not as financially sound and have little potential of
becoming marketable in the future.

Court Decisions
Significant court decisions concerning non-marketability discounts are summarized in the
following table. The listed decisions all involved minority interests in closely-held companies
unless noted. We have excluded cases involving real estate and investment holding companies,
financial services firms, public utilities, and cases that dealt solely with majority interests.
Case Name
Cite
Thomas D. Conroy
17 T.C.M. 21 (1958)
Estate of Orville E. Littick
31 T.C. 181 (1958)
North American Phillips Co.
21 T.C.M. 1497 (1962)
Jack I. LeVant
45 T.C. 185 (1965)
Daniel H. Deutsch
26 T.C.M. 649 (1967)
Estate of Donald M. Hayes
32 T.C.M. 1102 (1973)
Bernard Miller
34 T.C.M. 1541 (1975)
Harold F. Stroupe
37 T.C.M. 280 (1978)
Carl N. Pehlke
37 T.C.M. 1088(1978)
Estate of Bernard Kessler
37 T.C.M.18S1·11 (1978)
Estate of William T. Piper, Sr. 72 T.C.
1062 (1979)
Rudolph M. Maris
41 T.C.M. 127 (1980)

Case I

Nature of
Business

Discount
30%

Comments
Resale restrictions,
OTCcompany
Binding buy/sell agreement

58-I

Electrical components

58-9

Publisher

22.5%

62-7

Electromechanical
equipment

68.7%

3 year resale restriction,
NYSE company

65-13

Soaps, detergents
and cleansers
Biochemicals

12,?,0

2 year resale restriction,
NYSE company
Restrictions on receipt of
stock

67-7
73-5

87.5%

78-4

Soft drink bottler,
leasing fairground
Manufacturing not stated
Supermarkets

78-14

Electronic equipment

40%
and
44%
31.4%

78-26

Merchandising chaln

48.20/"

79-22

Investment co., light
aircraft
Beer distributor

12%
35%
30%

75-14

80-17

-44-

25%
50%

Resale restrictions,
NYSE company
Resale restrictions, OTC
company.
2 valuation dates
Resale restrictions,
OTCcompany
Resale restrictions.
NYSE company
- Restricted. NYSE co. closely held co.
Wholesaler agreement
transfer restrictions
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Case Name

Nature of
Business

Cite

Case It

Campbell, Jr. v. United States
81·1 U.S.T.C. 19450
(Cl. CI.1981)

81·11

Electronics services

Louis B. Gresham
79 T.C. 322 (1982)

82·19

Not staled

Estate of Sophia P. Brownell
44 T.C.M. 1550 (1982)

82-30

Forest products

Estate of Frederick P. Stratton
45 T.C.M. 432 (19821
Estate of Robert M. Hall
46 T.C.M. 479 (1983)

82-33

Engines and locks

25%

83-9

Pharmaceuticals

80%

to year release period,
NYSE stock pledged as
collateral - loan default

Steinberg v. Commissioner
85·1 U.S.T.C.19377.(1985)
McDonald v. Commissioner
85-2 U.S.T.C. 19494 (19&5)

85-4

Not stated

33-1/3%

2 year resale restriction,
public company

85-6

Not stated

30%

2 year resale restriction,

Estate of Mark S. Gallo
50 T.C.M. 470 {1985}

85-8

Winery holding company

36%

The Northern Tl1lst Co.
87 T.C. 349 (1986)

86-14

Asphalt paving

25%

Estate oC Saul R. Gilford
88 T.C_ 38 (1987)

87-2

Scientific instruments

33%

William O. Adair
54 T.C.M. 705 (1987)

87·12

Not stated

Discount
43%

33.1/3%
3.6%
33-1/3%

Comments
Resale restrictions,
OTCcompany

2 year resale restriction,
OTC comJlll11Y
- Saleable - Rule 144
- Resale restrictions
(NYSE company)
Resale restnctions

NYSE company

0%

15%
30%

Resale restrictions,
OTCcompany
- 0-6 months 10 resale
- 6-12 months to resale
- 12+ months to resale
(OTCco.)

Reilly v. Commissioner
88-2 U.S.T.C. '113,782 (1988)

88-10

Chemical products

30%

Estate of Clara S. Roeder Winkler
57 T.C.M. 373 (l?89)
Estate oCEdwin Wallace Neff
57 T.C.M. 669 (1989t
Estate of Elizabeth B. Murphy
60 T.C.M. 645 (1990)

89·4

Oil and gas production

25%

Swing voting stock and
nonvoting stock
Company had stock
re...E..urchase histo!}'
Majority and minority
interests

and distribution
89-5

Publishing

10%

90-10

Broadcasting and
publishing

20%

Estate of Bessie I. Mueller
63 T.C.M. 3027 (1992)

92-3

Flow control
products/systems

7.5%

Takeover bid on the table at
valuation date

Estate of Ray A. Ford
66 T.C.M. 1507 (1993)

93-10

Transfer & storage,
lease real estate &
transportation equipment

10%

- MajOrity & minority
interests
- Majority interest,
applied only to
non-operating assets

95-4
Women's retail apparel
Bernard Mandelbaum
stores
69 T.C.M. 2852 {199S}
..
Source: Federal Tax. ValuatIOn DIgest. 199611997 Cumulative EdItIOn

10%

30%

The foregoing court decisions reflect different types and sizes of ownership interests, and they
span a long time period. The levels of non-marketability discounts in court decisions have
historically lagged behind available data for actual market transactions, such as the previously
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letter stock and Pre-IPO studies. In more rec.ent decisions, the courts are beginning to.
recognize higher discounts for restricted marketability.

.dil?cu~sed

Using court cases to indicate an appropriate discount for lack of marketability is complicated by
unique facts and circumstances in each case and the need to interpret court decisions to determine
the weight given to .lack of marketability. As a result, court decisions are not considered to
provide strong evidence for the magnitude of discounts for restricted marketability. In this
valuation we gave no weight to court decisions in arriving at an appropriate non-marketability
discount.
Summary of Evidence

The average discounts found in the letter stock and Pre-IPQ studies are summarized as follows:
Average Discount

Study

35%

Letter Stock Studies
Pre-IPO Studies:
Emory Studies
WilIamette Studies

45%
Over 50%

The discounts from the Pre-IPQ studies are somewhat larger than in the letter stock studies. This
result is to be expected given that the letter stocks studied were nearly. certain to become
marketable on a major stock exchange within a limited period of time.
The private transactions used in the Emory studies, while considered to reflect the likelihood of
marketability in the near future, did not reflect the certainty of such liquidity. Even with a good
prospect of going public, these stocks also faced significant uncertainty wi.th respect to market
pricing.
Discounts in the Willamette studies were slightly higher than in the Emory studies. The
transactions used in the Emory studies occurred during the five months preceding a public
offering and would have reflected the likelihood of marketability in the short term. Most of the
transactions analyzed in the Willamette studies did not reflect the likelihood of marketability.
Minority interests in closely held companies are generally less marketable than the restricted
stocks involved in the letter stock studies. Court decisions generally lag behind the market data
and are not considered as useful in determining an appropriate discount. The pre-IPO studies are
considered to provide compelling evidence of the discount for lack of marketability for minority
interests in closely held companies, most which have little or no prospect of becoming
marketable in the near future. The Emory studies provide better documentation for nonmarketability discounts than the Willarnette studies.
Selected Non-Marketability Discount

We used the letter stock studies as the starting point for our analysis. In our opinion, the nonmarketability discount applicable to a minority interest in the Company's stock is in line with the
-46-
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average discount indicated in these studies. The ESOP has a "put" option for the redemption
shares by the Company that would lower the Company's non-marketability discount. but factors
that increase the applicable non-marketability discount include the decline in the financial
condition of the Company, the total capital loss of the Company as of the' valuation date, and the
inability to immediately convert to cash.
We conclude that a non-marketability discount of 35.0 percent is appropriate in this instance.
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Concluded Valuation
We applied the Income and Market Approaches in the valuation. The Asset-Based Approach was
not considered to be applicable. Three approaches of the Income Approach were considered, each
taking into consideration forecasts provided by management of the Company. A summary of the
valuation analysis can be found in Exhibit 13.
Based upon our investigation. premises and analyses, it is our opinion that the fair market value of
the Company's common stock on a minority interest basis is as follows:

FOUR MILLION TWO HUNDRED SIXTY-EIGHT THOUSAND DOLLARS
($4,268,000)

or
THREE DOLLARS FORTY-ONE CENTS PER SHARE
($ 3.41 Per Share)
based on 1.250,747 diluted shares outstanding.

Concluded Diluted Shares Outstanding
The convertible preferred C shares were not included in the diluted shares calculation. The Articles
of Incorporation of the Company state in §4.3.5 (b) that the preferred C shares may be called for
voluntary redemption by the Company upon payment of the aggregate Redemption Price from
legally available funds at any time prior to the closing of an equity offering (an offering of the
Company's securities pursuant to the registration requirements or exemptions from registration of
the Securities Act of 1933 in which gross proceeds of at least $5 million are raised).

°

At this point in time, the Company would not redeem these preferred C shares at the current
Redemption Price of $1 per share since there are no indications that legally available funds of an
eqUity offering are available. In addition, the preferred C shareholder would not convert their
preferred shares at the concluded diluted share price since this would result in holding securities
worth less than what the dividend stream from the preferred C shares is worth. Therefore, it is
economically irrational to assume that these preferred C shares would be converted to common
shares equivalents.
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EXHIBIT 13
AIAl296.XLS

AlA SERVICES CORPORATION
VALUATION SUMMARY· MINORITY INTEREST BASIS
Indicated
Value
13,715,900
S
1.362,000
S

Concluded Income Approach· DCF Analysis (a)

Concluded Income Approach. DCF Analysis (b)
Concluded Income Approach. DCF Analysis (c)
Concluded Market Approach Value

NM

.1

NM

Indicated Aggregate Minority Value

$3,769,000

Net Operating Loss Carryforward •

$499,000

Concluded Aggregate Minority Value

$4,268,000

Divided by diluted shares outstanding
Value Per Common Share

B.

Weight
1
I

1.250,747
$3.41

See Exhibit 9.
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Description of Moss Adams Advisory Services
Moss Adams Advisory Services (MAAS) is a division of Moss Adams LLP providing a variety
of valuation, consulting and educational services to major corporations, financial institutions,
business owners, trade associations and legal and accounting firms. Areas of expertise include
appraisals of closely held businesses and intangible assets (such as, patents, licenses, copyrights),
general business consulting, and business and strategic planning.
Several of our consultants are qualified as expert witnesses and each member of our professional
staff has a minimum of a Master in Business Administration (MBA).

Other qualifications

include Chartered Financial Analyst (CFA) , Accredited Senior Appraiser, American Society of
Appraisers (ASA), Certified Financial Planner (CFP), Certified Management Consultant (CMC),
and Certified Public Accountant (CPA).
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Dennis H. Locke
He is a Principal with the firm. He has an 1v1BA, is a Chartered Financial Analyst (CFA), is an
Accredited Senior Appraiser (ASA) in Business Valuations with the American Society of
Appraisers, and was also the past president of the Seattle Chapter of the American Society of
Appraisers. He has been active in business valuation, capital planning, and financial analysis since
1981. He has been published on the subject of valuation of patents, has lectured on valuation and
financial analysis before various professional groups, and has been admitted as an expert witness in
state and federal court. His primary areas of practice include valuations for ESOPs, estate and gift
tax issues, and corporate planning.
David A. Duryee
Mr. Duryee is a Principal of Moss Adams Advisory Services (MAAS), a division of Moss Adams
LLP, and has been active in business appraising, consulting and financial training for 20 years. He
received his BA and MBA from the University of Washington in finance and has diplomas from
the College for Financial Planning, Pacific Coast Banking School, and the American Institute of
Banking. He is an Accredited Senior Appraiser, American Society of Appraisers, and a Certified
Financial Planner. Mr. Duryee is the author or co-author of several books, including "Financial
Management for the Closely Held Business," "Valuing an Automobile Dealership," "Small
Business Banking, Assessing Needs and Establishing Strategies," "A Business Owner's Guide to
Financial Success," and "Financial Management of an Automobile Dealership," as well as
numerous articles in trade publications. He is a nationally known lecturer to business owners,
bankers, and professionals, and is an experienced instructor at graduate banking schools.
Mr. Duryee sits on the boards of several corporations and is a qualified expert witness in both state
and federal courts on matters pertaining to valuation and finance. Professional memberships include
the American Society of Appraisers, Institute of Certified Financial Planners, Institute of Business
Appraisers, and International Association for Financial Planning.

James K. Elmer
James Elmer is a principal of Moss Adams Advisory Services (MAAS), a division of Moss Adams
LLP, with responsibilities in providing valuation litigation and tax services. His responsibilities
include engagement design, project management, litigation support and testimony. Areas of
concentration include merger and acquisition services, financing, ad valorem tax, and securities. He
received his undergraduate education from Seattle Pacific University in Economics, Business
Administration and Philosophy, and a graduate degree in taxation from Golden Gate University.
Mr. Elmer is author or co-author of several articles, including an article for the Committee on State
& Local Taxation's publication of the "ABA Tax Section - Property Tax on Computer Software in
Washington State," an article entitled "Hazardous Waste: A Valuation Issue," presented at the 8I S!
Annual Meeting of APCA Dallas, Texas, and "The Complexes of the Valuation of Intangible
Assets for Property Tax Purposes," in the Joumal of State Taxation.
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Mark C. Tibergien
Mr. Tibergien is a principal of Moss Adams Advisory Services (MAAS) , a division of Moss
Adams LLP, with responsibilities in bank, business and professional training; consulting;
valuation, and chairman of the BOSS (Business Owner Succession Services) Initiative for the
firm. He has been working with public and private companies on matters related to business
valuation, financial management, corporate finance, investment research, and strategy
formulation since 1973 and has a particular expertise in consulting with broker/dealers, financial
planners, and other financial services organizations on practice management and valuation issues.
He was president of Management Advisory Services, Inc. prior to its merger with Moss Adams
in January 1994. Before joining MAS, he was a vice president, director of Willamette
Management Associates, Inc. an investment management and research firm headquartered in
Portland, Oregon. He received his education from Bay de Noc College in northern Michigan and
the University of Wisconsin, Stevens Point. He has been a director of numerous businesses and
organizations and served as President of the Western Washington Chapter, International
Association for Financial Planning (IAFP); Chairman of the Northwest Regional Council of
IAFP; and an elected member of the lAFP National Executive committee. He has served in a
number of Seattle community service roles, including Treasurer and Vice President -'
Membership of the Rotary Club of Seattle, the largest Rotary Club in the world. He is a
nationally known speaker and workshop leader for banks, business groups, CPAs, financial
planners, and other professional organizations. He was recognized in 1996 as the "outstanding
instructor of the year" by the Washington Society of CPAs.
Michael E. Gocke
Mr. Gocke is a Partner of Moss Adams LLP and has been providing valuation, litigation and tax
services since 1974. He received an MBA from Pacific Lutherari University, a MS (Taxation) from
Golden Gate University, and a BS in accounting from California State University at Sacramento.
He is a CPA and CFP. He taught part-time for nine years at Pacific Lutheran University in Taxation
and Personal Financial Management. He has also taught continuing education classes for the
Washington Society of CPAs, Washington State Bar Association, Washington State Trial Lawyers
Association, Washington State Medical Association, MeHon Bank, and Medical Group
Management Association. He is a co-author of five books and co-editor of six books. He has been
admitted as an expert witness in Federal court, and Oregon and Washington state courts.
Professional memberships include the American Institute of CPAs, Washington Society of CPAs,
Institute of Certified Financial Planners, the American Society of Appraisers and the Institute of
Business Appraisers.
Stephen H. Olson
Mr. Olson is a Partner of Moss Adams Advisory services which is a division of Moss Adams LLP
and has been providing valuation, litigation and tax. services since 1966. He received his MBA as
well as a BS in Engineering from Oregon State University. He began his appraisal career in 1966
with General Appraisal Company in Portland, Oregon valuing industrial property for insurance, ad
valorem tax and transaction purposes. He joined American Appraisal Associates in Milwaukee,
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Wisconsin in 1971 and was engaged in the valuation of both tangible and intangible assets,
primarily as related to mergers and acquisitions. In 1974 he relocated to Los Angeles, California as
Vice President and Manager of Professional Services for West Coast Operations of American
Appraisal. He continued to be involved with the valuation of tangible and intangible assets in tax,
legal. ad valorem and transaction related matters. He taught continuing education courses at
California State University. Los Angeles in valuation procedures in purchase allocation. In 1979 he
relocated to Seattle. Washington to integrate the purchase of General Appraisal Company into
American Appraisal Associates. He managed the practice of seven offices and supervised a staff of
45 while conducting tangible and intangible asset appraisal assignments. In June of 1985. Mr.
Olson and three other principals formed Consilium, Inc .• with offices in Bellevue, Washington and
Portland, Oregon. Cons ilium, Inc. was a full service valuation fmn offering tangible and intangible
asset appraisals including real estate, machinery and equipment, specific intangible assets and
business valuations. In November of 1997, Consilium, Inc. was dissolved and the majority of the
staff and practice joined Moss Adams Advisory Services.

D. Alan Hungate
He is a senior manager with the firm. He has an MBA in Finance from the University of Chicago. is
a Chartered Financial Analyst (CPA), and is an Accredited Senior Appraiser (ASA) in Business
Valuations with the American Society of Appraisers. He has been providing litigation and valuation
services since 1987. He has lectured on valuation and financial analysis before various professional
groups, and has been admitted as an expert witness in county and federal court.
John W. Kaiser
Mr. Kaiser is a Manager in the business valuation practice of Moss Adams Advisory Services. He
has been active in business valuation for seven years. the last three years in a management capacity.
He has appraised businesses in a wide variety of industries for merger and acquisition, ESOP, estate
and gift tax, litigation, and other corporate purposes. Mr. Kaiser has an MBA in Finance from the
University of Chicago, and an MS and BS in civil engineering from Purdue University. Mr. Kaiser
is an Accredited Senior Appraiser (ASA) in business valuations with the American Society of
Appraisers. Prior to becoming a business valuation consultant, Mr. Kaiser worked in engineering
consulting for seven years.
Mark H. Wellington
Mr. Wellington manages business valuations and real property appraisals for financing, mergers,
acquisitions, purchase price allocation, tax and corporate planning. The assets appraised include
real property. personal property, financial assets and intangible assets including: covenant not to
compete, trademarks, trade names, customer lists. engineering drawings, assembled workforce,
license agreements. order backlog, leasehold interest, patents. proprietary designs, product
documentation and qualifications. Mr. Wellington has 28 years of valuing investment opportunities
for three industrial companies and three consulting companies. He has prepared business plans.
marketing plans, strategic plans, acquisition evaluations, feasibility studies and capital investment

-53-

AIAll.96doc

ZIl/1
AIA0029188

Oualifications of Valuation Consultants
proposals; supervised 400 production and 10 research employees in meeting natural latex
production budgets on a 100,00 acre rubber plantation; coordinated the design, development and
implementation of a $300,000 integrated order entry, traffic and sales analysis computer system for
nine manufacturing facilities with total sales of $175 million; completed market studies justifying
$5 million of improvements in two existing manufacturing facilities and $2 million in a new
facility; completed the business plan that resulted in the construction of a $50 million
manufacturing facility and $2 million in a new facility; and completed a $140,000 study
recommending profit improvement alternatives for nine manufacturing facilities.

M. Kimmerle Culver
Ms. Culver manages business valuations, real property and intangible asset appraisals for financing,
mergers, acquisitions, purchase price allocation, tax and corporate planning. The assets appraised
include real property, personal property, financial assets and intangible assets including: covenants
not to compete, customer lists and contracts, proprietary computer software, engineering drawings,
technology and know-how, FDA approvals, assembled workforce, license and royalty agreements,
trademarks and trade names, patents, leasehold interest, proprietary designs, product documentation
and qualifications, and inventory. Ms. Culver has twenty years of valuation, strategic planning,
budgeting and forecasting experience with two industrial companies and three consulting
companies. She has prepared business valuations, business and marketing plans, feasibility studies,
equity and debt financing packages, real property appraisals and acquisition analyses based on
market data, economic forecasts and financial analyses of investment altematives, litigation support
and management conSUlting. Ms. Culver completed the business plan and loan package that
resulted in $4 million of venture capital through two limited partnerships and $8 million in private
and public debt financing for a West Coast inter-coastal steamship company; completed the
business plan and loan package that resulted in the approval of a $5,000,000 Federal Railroad
Administration loan for a Puget Sound short line railroad; completed the business plan that resulted
in $2 million of venture capital fo~ a chain of Puget Sound health clubs; coordinated the design and
development of a fully integrated computer accounting system for a Puget Sound short line railroad;
and developed and maintained Interstate Commerce Commission licensing and tariffs for a West
Coast steamship company.

Martha Leredu
Ms. Leredu is Director of Research Services for Moss Adams LLP, responsible for managing
firmwide research and infonnation needs for 16 offices as weI! as Moss Adams clients. She has a
BA in Anthropo1ogy from George Washington University, Washington, D.C., and a Master's in
Library Science from Catholic University of America, Washington, D.C. Prior to joining Moss
Adams, she spent 10 years in academic medical and hospital libraries including the veterans
Administration Medical Centers, Seattle, WA, and Washington, D.C., and Yale University, New
Haven, Connecticut. Ms. Leredu is a member of the Special Libraries Association.

-54-

AlA I296.uoc

glw
AIA0029189

Qualifications of Valuation Consultants

Diane T. Anderson
Ms. Anderson is a Senior Consultant in the business valuation area for Moss Adams Advisory
Services. She has a BA degree in Business Administration from Washington State University where
she was elected to Phi Beta Kappa, and has completed the educational requirements for the
American Society of Appraisers certification program. Ms. Anderson is an MBA candidate at the
University of Washington. She has been active in business valuation and corporate financial
management since 1981. Prior to joining MAAS, she was the Chief Financial Officer for Norcom
Systems, Inc., a banking software and hardware firm in Bellevue, Washington.

Duncan Morton, TIl
Mr. Morton is a Senior Analyst in the business valuation area for Moss Adams Advisory Services.
He has a BA in history from the University of North Carolina - Chapel Hill, a Masters of Science in
Management from Georgia Tech, and is a candidate in the CFA program. Prior to joining MAAS,
he was in commercial real estate in Atlanta, Georgia, working in sales and leasing of business park
and industrial properties.

Shawn L. Olson, ASA

Mr. Olson is a Manager of Moss Adams Advisory Services, a division of Moss Adams LLP and has
been providing valuation, litigation and consulting services since 1986. He received a BA from
University of Washington in 1983 in Business Administration, and is currently working toward an
MBA in Finance from Portland State University. Prior to coming to Moss Adams, Mr. Olson spent
eleven years at Consilium, Inc., first as a staff appraiser, a senior appraiser; and finally VicePresident of Professional Services for both the Portland, Oregon and Bellevue, Washington offices.
He earned his senior level ASA designation in Machinery and Technical Specialties (MTS) in 1992
from American Society of Appraisers, and will earn a second designation in Business Valuation
(BV) in 1998. He is also registered by the State of Oregon to perform real estate appraisals.
Mr. Olson is regularly involved in performing appraisals of special purpose properties for clients
located throughout the Western United States. He specializes in valuing industrial facilities but also
services clients in the financial and service industries. Mr. Olson is a Full Member in Association
for the Advancement of Cost Engineering. He is experienced in both performing and managing
complex assignments involving multiple locations and/or financial interests and supplements that
experience with a valuation background that encompasses all major appraisal disciplines.

Ronald R. Ulrich, ASA
Mr. Ulrich is a Project Manager of Moss Adams Advisory Services, a division of Moss Adams
LLP, and has been providing valuation, litigation and tax services since 1971. He began his
appraisal career in 1971 with Lumberman's Underwriting Alliance in Kansas City, Missouri,
valuing forest product's manufacturing, wholesaling and retailing facilities throughout the United
States and Canada for insurance purposes. In 1974, Mr. Ulrich relocated to Portland, Oregon, as the
Western Division Appraisal Manager, responsible for all insurance valuations for the company west
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of the Rocky Mountains. 111 1980, he joined Marshall & Stevens in their·Portland, Oregon, office as
a Senior Appraiser and progressed to Assistant Appraisal Manager of professional services for the
company's Northwest operation. In his capacity with Marshall & Stevens, Mr. Ulrich became
involved with the valuation of industrial plants for leasing, fmancing, legal, ad valorem and
transaction related matters. In 1985, Mr. Ulrich joined Cons ilium, Inc., as Senior Appraiser in their
Portland, Oregon, office. ConsiIium, Inc., was a full service valuation firm offering tangible and
intangible asset appraisals including real estate, machinery and equipment, specific intangible assets
and business valuations. From 1990 through 1994, Mr. Ulrich left Consilium, Inc., working
primarily as a real estate appraiser in the Greater Portland Metropolitan Area, returning to
Consilium, Inc., in October 1994. In November 1997, Consilium, Inc. was dissolved and the
majority of staff and practice joined Moss Adams Advisory Services.

Mark R. Ulrich
Mr. Ulrich is an Analyst with Moss Adams Advisory Services, a division of Moss Adams LLP, and
has been providing valuation, litigation, and tax services since 1992. He received his Bachelor of
Science from University of Oregon, Eugene, in 1992. He began his appraisal career in 1992 with
Pacific West Appraisal Services, Vancouver, Washington, valuing primarily residential properties
in Oregon and Washington for financing and transaction related purposes. In 1994, Mr. Ulrich
relocated to Tillamook, Oregon, and joined Tillamook County Assessors Office as Property
Appraiser 1, responsible for residential property appraisals, mass appraisal set-ups, and providing
support and testimony for ad valorem property appeals. He was promoted to Appraiser 2 in 1997, as
head of the farm and forest appraisal section. In 1996, Mr. Ulrich joined Consilium, Inc., Portland,
Oregon, as a Staff Appraiser. Consilium, Inc. was a full service valuation firm offering tangible and
intangible asset appraisals including real estate, machinery, and equipment, specific intangible
assets, and business valuations. In November 1997, Consilium, Inc. was dissolved and the majority
of the staff and practice joined Moss Adams Advisory Services.
Robert F. Lessard
Mr. Lessard is a Senior Appraiser in the Industrial Services Division of Moss Adams Advisory
Services which is a division of Moss Adams LLP and has been providing valuation, litigation and
tax services since 1968. He is an Accredited Member of the American Society of Appraisers, and
holds bis designation in the Machinery and Equipment discipline. Mr. Lessard specializes in the
appraisal of industrial corporations, high-tech companies, governmental agencies and institutions
representing a broad cross section of property types.

Stephanie L. Olson
Ms. Olson is a research and appraisal analyst in the valuation group of Moss Adams Advisory
Services (MAAS), a division of Moss Adams, LLP. Ms. Olson assists project managers and
appraisers with the collection and analysis of the financial, real estate and machinery & equipment
data necessary to complete real, personal and intangible property and business valuation appraisals.
Ms. Olson has provided significant assistance on appraisals of gas stations, convenience stores,
banks, restaurants, shipyards, sawmills, insurance company client bases, rental equipment suppliers,
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embroidery and screen printing shops and other commercial, industrial and" ret.iil properties. The
appraisals were used for financing, asset liquidation, purchase price allocation, insurance, stock
valuation, property tax and corporate planning.

Jennifer Flynn
Ms. Flynn is a Financial Analyst in the business valuation area for Moss Adams Advisory
Services. She received a BA in Economics from Duke University and an MBA in Finance from
the University of Washington where she became a member of Beta Gamma Sigma, the scholastic
honor society of business schools. Prior to joining MAAS, she was an Intemational Merchandise
Planner for Gap, Inc. in San Francisco, California.

John M. Snoey
Mr. Snoey is a Financial Analyst in the business valuation group of Moss Adams Advisory
Services. He received his BS in Finance from Boston College. Prior to joining Moss Adams, Mr.
Snoey was a restructuring and reorganization consultant in the Financial Advisory Services Group
of Ernst & Young, LLP in Chicago; and served as a financial associate in the International Joint
Ventures Group for COMSAT in Washington, D.C.

Karen L. Chow
Ms. Chow is a Financial Analyst in the business valuation area for Moss Adams Advisory Services.
She has a BA in Business Administration from the University of Washington and an MBA in
Operations Management from Washington University, and is a candidate in the CFA program.
Prior to joining MAAS, she worked in consumer product marketing for Microsoft Corporation and
was a management consultant for Bames-Jewish HospitaJ/Washington University School of
Medicine in St. Louis.

Michael Penn
Mr. Penn is a Financial Analyst in the business valuation group for Moss Adams Advisory
Services. He received his Master of Science in Finance from Seattle University, and a BS from Cal
Poly Pomona in California, and is a candidate in the CPA program. Prior to joining Moss Adams,
Mr. Penn served as a financial analyst for Danzas North America, and in a staff position in the
accounting department of Airgroup Express Corporation.

Susan Rosenstein
Ms. Rosenstein is a Financial Analyst in the business valuation group for Moss Adams Advisory
Services. Prior to joining MAAS, Ms. Rosenstein was a product manager for AEI Music Network,
Inc.; an analyst with Hewlett-Packard and corporate sales manager with Hilton Hotels in Los
Angeles. She received an MBA from the University of Washington; BA from Washington State
University, and additional education in international business at the University of Copenhagen. Ms.
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Rosenstein is past vice president of the University of Washington Business School Alumni
As'sociation.

Marl M. Wruble
Ms. Wruble is a Research and Appraisal Analyst in the valuation group for Moss Adams Advisory
Services, a division of Moss Adams LLP. She received her BS in Business Administration from
Central Washington and is currently working toward an MBA degree.
Daniel J. Cunningham

Mr. Cunningham is a consultant within the Valuation Group of Moss Adams Advisory Services,
specializing in management and succession planning issues, dissolutions and bankruptcies. He has
over 18 years experience working with businesses on financial and management related issues.
Mr. Cunningham previously served as a research analyst and manager for a money management
firm, and as an investment, insurance and real estate advisor to businesses and their owners. He
received his BA from the University of Washington.
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Wtllamette Management Associates
8600 West Bryn Mawr Avenue, Suite 950
Chicago, Illinois 60631
312 -399-4300/(Fax) 312-399 ·4310

October 24, 1995

Mr. Rick Johnson
Chief Financial Officer
AlA Services CorporatiDn
One Lewis Clark Plaza
.
Lewiston, Idaho 83501-0538

Dear Mr. Johnson:
Willamettc Management Associates ("WMA") has completed a valuation analysis of AlA Services
Corporation ("AIA") in connection with a re{}:uest by the trustees of the AIA Services Corporation
Employee Stock Ownership Plan ("ESOP',) to estimate the fair market value of the common stock held by
the ESOP as of December 3 I, 1994, for ESOP purposes.
Pursuant to the Department of Labor Regulation Section 2510.3-18(b)(2), fair market value is defined as
the price at which an asset would change hands between a willing buyer and a willing seller when the
former is not under any compulsion to buy and the latter is not under any compulsion to sell, and both
parties are able, as well as willing, to trade and are well informed about the asset and the market for that
asset.
In conducting our valmition, we have incorporated the company-specific facts and future outlook derived
from our due diligence efforts, including review of documents and discussions with certain company
executive personnel. In addition, we have reviewed and analyzed, among other things: (1) AIA's audited
financial statements for the fiscal years ended December 31, 1990-1994, (2) miscellaneous financial data
relating to AlA's operations and financial position, and (3) income statement projections for 199~-I998.
Tn developing our valuation analysis, we have researched and analyzed, among other things: (I)
comparative industry data, (2) macro economic information, (3) information related to publicly traded
companies, (4) information related to pricing and performance of publicly traded common stocks, (5)
forecasted statements of results of operations and financial position, and <6) capital market evidence with
respect to investment rates of return.
We have assumed the accuracy and completeness of the financial information and other internal data
provided us, as well as all other publicly available information and data upon which we have relied.
After giving proper consideration to the historical and prospective operating characteristics of AlA. as well
as the expected cash flows and earnings attributable to AlA. the company's current and forecasted capital

Portland, Oregon

Chicago, Illinois

McLean, Virginia
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structure, the risk/return relationship reflected for guideline companies having securities traded in the
public market, capital market and related industry macroeconomic evidence available as of December 31,
1994, and other relevant £actors, it is our opinion the fair market value of the common stock held by the
AIA ESOP, as of December 3 I, 1994, is reasonably stated in the amount of$8.77 per share on a minority
interest basis, based on 973,334 shares issued and outstanding.
In accordance with recognized professional ethics, our professional fees for this service are not contingent
upon the opinion expressed herein, and neither Willamette Management Associates, nor any of its
employees has a present or intended financial interest in AlA Services Corporation.

We are pleased to provide this valuation service to you.
Very truly yours,
WrLLAMETIE MANAGEMENT ASSOCIATES

V~~~-~
Daniel R. Van Vleet

Willamette Management Associates

AFFIDAVIT OF MICHAEL S. BISSELL

Willamette Management Associates
8600 West Bryn Mawr Avenue, Suite 950
Chicago, Iliinois 60631
312·3994300 I (Fax) 312·399· 4310

Januruy25, 1995

Mr. Rick Johnson
Chief Financial Officer
AlA Services Corporation
One Lewis Clark Plaza
Lewiston, Idaho 83501-0538
Dear Mr. Johnson:
Willamette Management Associates ("WMA") has completed a valuation analysis of AlA Services
Corporation ("AlA Services" or the "Company") in connection with a request by AlA Services and the
trustees of the AlA Services Corporation Employee Stock Ownership Plan (the "ESOP"') to detennine, for
ESOP purposes, the fair market value of the common stock held by the ESOP as of December 31,1994.
Pursuant to the Department of Labor Regulation Section 251 03-18(b)(2), fair market value is defined as the
price at which an asset would change hands between a willing buyer and a willing seller when the fonner is
not under any compulsion to buy and the latter is not under any compulsion to seI!. and both parties are
able, as well as willing, to trade anil are wen infonned about the asset and the market for that asset
In conducting our valuation analysis, we incorporated Company-specific facts-both historical and
prospective-derived from our due diligence efforts. These efforts included a review of documents and
discussions with certain Company executive personnel. In addition, we have reviewed and analyzed, among
other things: (1) AIA Services' audited financial statements for the fiscal years ended December 31, 19901994, (2) miscellaneous financial data relating to AlA Services' operations and financial position, and (3)
income statement projections for 1995-1998.
In developing our valuation analysis, we researched and analyzed, among other things: (1) comparative
industry data, (2) macro economic infonnation, (3) infonnation related to publicly traded companies, (4)
infonnation related to pricing and perfonnance of publicly traded cornman stocks, (5) the Company's
forecasted statements of results of operations and financial position, and (6) capital market evidence with
respect to investment rates of return.
We have assumed the accuracy and completeness of the financial infonnation and other internal data
provided to us, as well as other publicly available information and data upon which we have relied.

Pore/and, Oregon

(1iICDgo, IIImois

McLean, Virginia

At/onto, Georgia
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After giving proper consideration to the historical and prospective operating characteristics of AlA
Services, as wen as the Company's expected cash flows and earnings, AlA Services' current and forecasted
capital structure, the risk/return relationship of the publicly traded guideline companies capital market and
industry-Ielated macroeconomic evidence reasonably known or available as of December 31, 1994, and
other relevant factors, it is our opinion the fair market value of the common stock held by the AfA Services'
ESOP, as of December 31, 1994, is reasonably stated in the amount of $8.77 per share on a non-marketable
minority interest basis, based on 973,333.5 shares issued and outstanding.
In accordance with recognized professional ethics, our professional fees for this service are not contingent
upon the opinion expressed herein, and neither Willamette Management Associates, nor any of its
employees has a present or intended financial interest in AlA Services.
We are pleased to provide this valuation service to you.
Very truly yours,
WrLLAMETIE MANAGEMENT AsSOClATES

Daniel R. Van Vleet

WilJamette Management Associates
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I. INTRODUCTION

DESCRIPTION OF THE ASSIGNMENT

WiIlamette Management Associates, Inc., ("WMN') was retained by AlA Services Corporation ("AlA
Services" or the "Company") and the AlA Services' Employee Stock Ownership Plan ("ESOP") to appraise
the fair market value of the common stock of AlA Services as of December 31, 1994 ("valuation date"),
held by the ESOP. Because the ESOP owned a minority interest in the common stock of AlA Services, our
fair market value conclusion will be on a minority interest basis.

DEFINITlON OF FAlRMARKET V ALUE

Fair market value is considered to represent a value at which a willing seller and willing buyer, both being
informed of the relevant mcts about the business, could reasonably conduct a transaction, neither person
acting under compulsion to do so. Among other mctors, this appraisal takes into consideration all elements
of appraisal listed in Internal Revenue Service Ruling 59-60, which generally outlines the valuation of
closely held stocks and includes the following:

1.

the nature of the business and history of the enterprise,

2.

the economic outlook in general and condition and outlook of the specific industry in
particular,

3.

the book value of the stock and the financial condition of the business,

4.

the earning capacity of the company,

5.

the dividend-paying capacity,

6.

whether or not the enterprise has goodwill or other intangihle value,

7.

saJes of stock and the size of the block to be valued, and

8.

the market prices of stocks of corporations engaged in the same or similar lines of business
whose stocks are actively traded in a free and open market, either on an exchange or over the
counter.

Willamette Management Associates
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SUMMARY DESCRIPTION OF THE COMPANY

AlA Services was an insurance holding company based in Lewiston, Idaho. As of December 31, 1994, the
Company had the following three direct subsidiaries: (1) The Uniw'Ifse Life Company ("Universe Life"), (2)
AIA Pacific Marketing Corporation ("AlA Pacific"), and (3) AlA MidAmerica. Universe Life had the
following two subsidiaries: (1) Great Fidelity Life Insurance Company ("Great Fidelity"), and (2) AlA
Insurance, Inc. ("AIA Insurance"). The principal business of AlA Services included the marketing of
insurance products and services to a captive market of over 450,000 ranchers and farmers, many of whom
were members of agricultural associations. As of the valuation date, the Company's current products
included group health and life insurance, individual life insurance, long-term care insurance and college
funding programs. These products were marketed through two subsidiaries, AIA Insurance, Inc. and AIA
MidArnerica., which had a total career agency force of over 300 licensed agents as of December 31, 1994.

CAPITALIZATION AND OWNERSHlP

As of the valuation date, AIA Services was capitalized with a single class of voting common stock and a
single class of redeemable preferred stock. As of December 31,1994, the ownership distribution of the
common stock was as foHows:

.'

.

Shareholder

."

Shar~,

Reed 1. Taylor
613,493.5
R. John Taylor
186,611.5
58,828.5
FSB Trust - ESOP
Raymond R. Heilman
20,849.5
Dale Meisen
~ 19,552.0
Others
73,998.5

TOTAL

" 973,333.5

Pertcnt '
0~ership ,
63.03

19.17
6,04

2.14
2.01
7.60
100.0%

As of the valuation date, the Company had 190,310 outstanding shares of preferred stock owned entirely
by Donna Taylor. Pursuant to the preferred stock agreement, the ho~der of the preferred stock had the
right to require AlA Services to redeem the stock at any time after September 14, 1993. The right was
exercised and demand for redemption was effective December 2, 1993.

Willamette Management Associates
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The Company was redeeming. the preferred shares at $10 per share over a fifteen year period with
interest at 1.5 percent below the First Interstate Bank of Idaho, N.A., prime rate, adjusted quarterly. The
Company redeemed 8,910 shares in 1994 and 780 shares in 1993.

tf the Company dissolved, the preferred stock had liquidation preference over common shareholders in
amounts equal to its redemption value. The preferred stock was not entitled to a preferred dividend. The
holder of the preferred stock had the right, voting separately as a class, to elect one member to the board
of directors.

SOURCES OF INFORMATION

Information considered in the estimation of the fair market value of the common stock of AlA Services was
provided by the following non-exhaustive list of documents:

1.

AIA Services Corporation audited consolidated financial statements for the years ended
December 31, 1990 through December 31, 1994~

2.

Unaudited fmandai statements for AlA Insurance. Inc. and other marketing companies for
the years ended December 31, 1990 through December 31, 1994.

3.

AlA Services Corporation Confidential Private Placement Memorandum dated June 1,
1995.

4.

AIA Services Corporation Disclosure Statement for Special Meeting of Shareholders dated.
March 7, 1995.

5.

AlA Services Corporation organization chart.

6.

AlA Services Corporation Consolidated Projections for December 31, 1995 through
December 31, 1998.

7.

AlA Services Corporation ScheduJe of Debt Service for the six months ended December
31,1995 and the years ended December 31,1996 through December 31, 1998.

8.

Capital market evidence as provided by Ibbotson Associates, Stocks, Bonds. Bills alld

Inflation, 1994 Yearbook.
9.

SEC Forms I O-K and 10-Q for the guideline publicly traded companies.
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Marketing literature and various Company specific information.

During 1995, Daniel R. Van Vleet conducted interviews with the following individuals:

..

William Tabart, President and Chief Marketing Officer, AlA Insurance, Inc.

..

Paul D. Durant II, Executive Vice President and Director, AlA Services Corporation

..

Dan L. Spickler, Vice President and Secretary, AlA Services Corporation

..

Rick L. Joh~son, Vice President of Finance and Treasurer, AIA Services Corporation

..

Susan N. Brown, Financial Services Manager, AIA Services Corporation

In preparing the U.S. economy section, we used the following publications: Forecast 1995-1996 and The
Armchair Economist, First Interstate Bancorp; Business Wee"-.., The Wall Street Journal; The Outlook and
Trends & Projections, Standard & Poor's Corporation; Value Line Im'estment Survey, Us. Financial Data,

and the Federal Reserve Bank of St. Louis.

Information on the life and health insurance industry was obtained from the following sources: Standard
.and Poor's Industry Surveys: Life Insurance and Health Insurance, March 2, 1995; Best's Review,
"Strength, Strategy, or Both?" January 1995; Business Insurance, "Health Reform Changing Industry."
October 24, 1994; and Value Line, Insurance (Diversified), Life Insurance, Health Insurance, March 1D,
1995.

VALUATION ApPROACHES AND CONCLUS[ON

We considered two appraisal approaches in valuing AlA Services' common stock: (1) the capital market
approach using guideline publicI traded companies, and (2) the income approach using discounted cash
flow analysis.

'------Based on these approaches and other relevant factors regarding the historical and projected financial and
operational performance of the Company, it is our opinion that the fair market value of the common equity
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of AlA Services, on a non-marketable minority interest basis, for ESOP purposes, as of December 3 I, 1994,
was (rounded):
$8,532,000.

As of December 31, 1994, MA Services reported 973,333.5 common shares outstanding. Accordingly. the
fair market value per share of the common stock of MA Services Corporation, held by the AlA Services
ESOP. on a non-marketable minority interest basis, as of December 31, 1994, was (rounded):

$8.77 pershare.~
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II.

HrSTORY AND DESCRIPTION Of THE COMPANY

BACKGROUND AND OPERATIONS

As of the valuation date, the Company had relationships with over 30 state and regional associations
including the National Association of Wheat Growers ("NA WG"), American Soybean Association
("AS A"), and the National Contract Poultry Growers Association. These associations were the primary
recognized organizations representing the interests of grain growers, soybean growers and pOUltry
growers in the U.S. The Company's principal business was selling group health insurance to these
associations and their members and providing administrative services for such insurance. During 1994,
approximately 17,000 association members participated in group health programs either marketed andior
administered by tile Company.

The Company provided services to the associations through AlA Insurance, which acted as the marketer
and administrator for association trusts through which group insurance programs were made available to
association members. The Company also acted as the marketer and administrator for a non-association
trust whose participants engaged in farming, ranching or other .agriculture related businesses. As part of
its administrative duties, the Company collected association dues through its regular customer billing
procedure, thereby creating an important link between the Company and the associations. In return, the
associations endorsed the Company and certain of its products and services, granting the Company a
unique captive market.

As of December 31, 1994, the Company underwrote the products it sold through its own insurance
subsidiaries, Universe Life and Great Fidelity. Insurance regulators, including the Idaho and Texas

-

Insurance Departments raised various issues...regarding Universe Life's principal insurance product, the
Universal. Health ("GUH") Policy. ReguJat:oql constraints impaired Universe Life's ability to
----Group
dividend the earnings o~AIA Insurance, Inc. to the Company, and to service the Company's First
Interstate Bank debt

To resolve regulatory concerns, the Company was in the process of transferring a substantial part of its
in-force GUH policy liabilities and related reserves to The Centennial Life Insurance Company

Willamette Management Associates
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("Centennial"), with the balance of the in force GUH business expected to be transferred to Centennial
during 1995.

---------

The future GUH business sold and administered by AlA Services will be written through Centennial and

----

~

the Company will shift its focus from health insurance underwriting to its core business of marketing and
administering health insurance and other insurance products covering members of farm and r~nch
commodity assocIatIons. As a

r~h

-----

historically underwrote the Co;p;;,'s

,,---.--

primary product, the GOO policy, will underwrite no new insurance risk for the foreseeable future.

COMPETITION

The insurance industry is highly competitive. As of December 31, 1994, many of the Company's
competitors, had substantially greater fmancial and other resources than the Company. While the
Company was endorsed by various agricultural associations, individual association members had the
option to purchase insurance products from any insurance provider.

MANAGEMENT

The following table provides the names and positions of the persons who were the directors and
executive officers of AlA Services as of December 31, 1994:

Name
R. John Taylor
Reed 1. Taylor
Michael W. Cashman
Bruce Sweeney
Albert E. Cooper
Cumer L. Green
Paul D. Durant IT

Dan L. Spickler
Rick L. Johnson

fosition(s)
Chairman of the Board of Directors
Director
Director
Director
Director
Director
President, The Universe Life Insurance Company and Great
Fidelity Life Insurance Company, and Executive Vice
President, AIA Services Corporation
Vice President and Secretary
Vice President and Finance and Treasurer
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R. John Taylor (45), has served in the positions as Secretary, Treasurer and President of the Company
since he and his brother, Reed J. Taylor founded the Company in 1983. Mr. Taylor has been largely
responsible forestabtishing and maintaining the relationships with the associations. Mr. Taylor serves as
a director of The Washington Water Power Company of Spokane, Washington. Mr. Taylor is a licensed
attorney and has been engaged in the insurance business since 1976.

Reed J. Taylor (58), has served as Chainnan, President and Director for the Company since he founded
the Company with his brother, R. John Taylor, in 1983. Mr. Taylor was also the founder and President or
Chairman of AlA Insurance since 1969. Mr. Taylor has been actively engaged in the insurance business
since 1964 and is currently licensed as an insurance agent in several states.

Michael W. Cashman (45), has been in the insurance business since 1972 when he joined E.W. Blanch
Company, a reinsurance brokerage firm which has grown to become the largest independent reinsurance
brokerage firm in the United States. Until his recent retirement, Mr. Cashman served as President. Chief
Operating Officer and Director of E.W. Blanch Holdings, Inc., a professional reinsurance services finn
providing reinsurance brokerage and reinsurance risk management services. In addition, Mr. Cashman
was chairman, Chief Executive and Director ofE.W. Blanch Company. Mr. Cashman is a member of the
International Insurance Society, was one of two founders of the Chair of Insurance at the University of

St. Thomas, and has served on its advisory board. Additionally, Mr. Cashman is a trustee on the Board of
the University of St. Thomas.

Bruce Sweeney (63), has served as a Director of the Company since December, 1988. During the past 11
years, he has been engaged in the construction contracting and land development business. He has
previously served on the boards of several corporations, including Pacific Empire Life Insurance
Company. In addition to business interests, Mr. Sweeney serves as minority leader of the Idaho State
Senate.

Albert E. Cooper (60), became a Director for Great Fidelity Life Insurance Company and The Universe
Life Insurance Company and the Company in November 1993. He is currently President of two financial
consulting services, A.E. Cooper Associates and Greenwood Financial Services. Mr. Cooper has an
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extensive insurance background. He was employed by the Indiana Department of Insurance from 1976 to
1980, where he was Chief Auditor, promoted to Chief Deputy, and later appointed by the Governor as
Commissioner of Insurance in 1980. Thereafter, Mr. Cooper was employed in senior executive positions
with the National Association of Mutual Insurance Companies, Atek Information Services, HealthPlus
HMO, and Indiana Insurance Companies.

Cumer L. Green (53), became a Director of the Company in 1994, elected by the Series A preferred
shareholder, Donna Taylor. Mr. Green is a certified public accountant and has been an attorney since
1969.

Paul D. Durant, II (63), has served as executive vice president and a director of the Company, as
president and a director of Universe Life since 1987, and as a director of Great Fidelity since 1990 and as
president since 1994. Mr. Durant is a certified pUblic accountant engaged in the insurance business since
1965. He has maintained senior executive positions with The Sentry Insurance Companies, Southland
Life Insurance Company of Dallas, Texas, and American Investors Life Insurance Company of Topeka,
Kansas. He also serves on the Board of Directors of the Council for Affordable Health and the National
A Uiance of Life Insurance Companies.

Dan L. Spickler (46), holds the offices of Vice President and Secretary for the Company and its
affiliates, and serves as General Counsel for the entire holding Company system. He has been employed
by the Company since 1988. Prior to his association with the Company, Mr. Spickler practiced law in
Idaho for seven years. Mr. Spickler is a member of the Idaho State Bar Association, American Life
Insurance Counsel Association and National Association of Corporate Secretaries.

Rick L. Johnson (39), has served as Vice President of Finance and Treasurer of the Company since
1989. He began his career in public accounting in 1980 with Arthur Andersen & Co. where he served
insurance companies, banks and savings and loan associations. Mr. Johnson is a Certified Public
Accountant and a member of the American Institute of Certified Public Accountants.
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Ill.

FlNANClALSTATEMENT ANALYSIS

An essential step in the valuation of any company is an

~js

of its performance over time. Past sales

and earnings growth can provide an indication of future growth and can put a company's eamings in a
historical context. This section of our report examines trends in the financial condition and results of
operations of the Company.

As previously discussed, AlA Services was in the process of transferring a substantial part of its OUH

underwriting business to Centennial as of December 31, 1994. Due to the regulatory and financial
problems associated with the underwriting portion of the Company's operations, it was reasonable to
assume that AlA Services would have continued to transfer the remaining portion of the OUR
underwriting business to Centennial as of De~ember 31, 1994. Consequently, we requested and received
the histor:ical financial statements of the insurance marketing subsidiaries of AlA Services and used this
data in our analysis.

The Company's consolidated financial statements for the fiscal years ending December 31, 1990 through
1994 are presented in Exhibits I and II.

The Company's financial statements for AlA Insurance and the Company's other insurance marketing
subsidiaries (collectively referred to as AlA Insurance") for the fiscal years ended December 31, )990
U

through 1994 are presented in Exhibits III and TV.

CONSOLIDATED FINANCIAL STATEMENTS

Balance Sheets

As shown in Exhibit I, the Company's total assets declined from a five year high of nearly $84 million at
December 31, 1991 to $60.9 million at December 31, 1994. Investments declined from a five year high
0[$60 million at December 31,1991 to $43 million at December 31, 1994. Net property and equipment

declined from a five year high of $4.0 million at December 31, 1992 to $1.2 million at December 31,
1994. The decline was primarily attributable to the disposition of certain Company-owned properties
duril)g the year ended December 31, 1993.
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The Company's total liabilities declined from a five year high of $79.8 million at December31, 1991, to
$59.9 million at December 31, 1994. Policy benefits declined from $69.8 million at December 31,1991
to $42.5 million at December 31, 1994. Mortgages and notes payable declined from $5.5 million at
December 31, 1990 to $1.8 million at December 31, 1994. Universe had $6.7 million of interest bearing
debt collateralized by certain mortgaged-backed securities subject to a repurchase agreement with a
bank.

Stockholders' equity declined from a five year high of $6.2 million at December 31. 1993 to $1.0 million
at December 31> 1994. This dramatic decline is primarily attributable to the retained earnings declining
from $3.9 million at December 31, 1993 to a deficitof$919,700.

Income Statement

As shown in Exhibit II, the Company's net premium revenues declined from a five year high of $51.7
million for the year ended December 31, 1992 to $28.4 million for the year ended December 31, 1994.
Other revenues-comprised primarily of commissions and net investment income-peaked during the year
ended December 31, 1992 at $11.0 million and declined to $7.8 million for the year ended December 31,
1994.

Policy benefit expense increased dramatically from $19.4 million for the year ended December 31, 1990,
to $44.9 million for the year ended December 31, 1994. Policy benefit expense as a percentage of total
revenues increased from 58.9 percent for the year ended December 31, 1990, to 123.9 percent for the
year ended December 31, 1994. Commission expense as a percentage of total revenues increased from
10.3 percent for the year ended December 31, 1990, to 23.6 percent for the year ended December 31,
1994. General and administrative expenses as a percentage oftota! revenues also increased dramatically
during the year ended December 31, 1994 to nearly 42 percent of total revenues.

Pretax income declined from a five year high of $4.0 million for the year ended December 31, 1992 to a
loss of nearly $6.0 million for the year ended December 31, 1994. After a $1.1 million tax benefit, the
Company reported a net foss of $4.9 million for the year ended December 31, 1994.

}.\
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AIA INSURANCE FINANCIAL STATEMENTS

Balance Sheets

As shown in Exhibit III, AlA Insurance total assets increased from $1.5 million at December 31, 1990 to
$7.8 million at December 31, 1994. The increase in assets is primarily attributable to cash assetS,
intercompany receivables and deferred acquisition costs. Investments, accounts receivable and prepaid
expenses have all declined during the five year period under review. Net property and equipment
declined from a fIVe year high of $1.2 million at December 31, 1992 to $80&,493 at December 31, 1994.

The Company's total liabilities increased from $2.4 million at December 31, 1990 to $4.5 million at
December 31, 1994. The increase is primarily attributable to accounts payable, accrued expe1'!ses,
deferred income taxes, and intercompany payables. Intercompany payable increased from $236,725 at
December 31, 1990, to $1.2 million at December 31, 1994. Long-term interest bearing debt remained
relatively stable during the five year period under review at approximately $500,000 to $800,000.

Stockholders' equity increased from a deficit of $878,130 at December 31, 1990, to a positive $3.2
million at December 31, 1994.

Income Statement

As shown in Exhibit IV, total revenues for P.JA Insurance have increased significantly during the five
year period under review. Total reVenues increased from $&.7 minioo for the year ended December 31,
1990, to $13.6 million for the year ended December 31, 1994. Total revenues were reported at a five year
higb of $16.4 million for the year ended December 31, 1993. During the five-year period, investment
income was generally not material in amount.

Expenses were primarily comprised of commissions and general and administrative expenses. These
expenses have been volatile in nature and have ranged from 91.2 percent to 104.5 percent of total
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revenues. Consequently, pretax income has also been volatile. The five year low for pretax income was
reported during the year ended December 31, 1990, at a loss of $387,558. The five year high was
reported during the year ended December 31, 1992, at a positive $1.3 million. The pretax income for the
year ended December 31. 1994, was a loss of $75,629. After a $50,929 tax benefit, AlA Insurance
reported a net Joss of $24,700 for the year ended December 31, 1994.
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IV. FAmMARKETVALUE

VALUATION ApPROACHES

This section of our report will discuss the general methodologies used to estimate the fair market value
of the common equity of AlA Services.
-----------------------------~

We considered the following two generally accepted business valuation approaches to estimate the fair
market value of the common equity of AlA Services:

1.

the income approach, and "

2.

the capital market approach. ~

THE INCOME APPROACH

Overview

The income approach, using the discounted cash flow ("DeF') methodology, is based on the premise
that the value of the business enterprise is the ~ent value of the future economic income to be derived
by the "stakeholders" (Le. the debtholders and equity owners) of the business.

The DCF methodology requires a projection of the fmancial performance of a company over future
periods of time. The projected financial performance includes analyses of projected revenues, expenses,
investment, capital structure, and consideration of a residual value, if any.

Based on the results of these analyses, a projection of economic cash flows from business operations is
estimated for future periods. The resulting projection of cash flow is discounted at an appropriate present
value discount rate to estimate the present value of future cash flows. We selected a discount rate based
on the Company's weighted average cost of capital. A discussion of our weighted average cost of capital
analysis and other projection variables used in our income approach is provided in Appendix C and
illustrated on Exhibit V.
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In addition to estimating the present value of future earnings, the residual value of the business enterprise
is also estimated as of the end of the projection period. This residual value is discounted to estimate its
present value, as of the valuation date. The present value of the debt-free cash flows is added to the
present value of the residual value, which together estimate the market value of the total invested capital
(i.e., equity and interest-bearing debt) of the business enterprise.

The projections for AlA Services for the calendar years ended December 31, 1995 through 199&, are
based primarily on four years of projected income statements provided by the management of AlA
Services, and our calculations using a debt-free cash flow model. ""

Projected Income Statement

The four years of projected income statements used in our analysis were provided by the management of
AlA Services, and reviewed by us for reasonableness. These projections are set forth on Exhibit VI. In
connection with our review, we considered a number of factors, including the follow.ing:

.----

..

As previously discussed, AlA Services was in the process of transferring the in-force GUll
policy liabilities and related reserves to Centennial. This action was projected to have a
detrimental effect on total revenues and a positive effect on net income and cash flow of the

-------COmpany. TIle plojections-aSS1lmed-the-6tfH bUsmess was substantIally transferrea-to

C~ntenniaI by·the end of 1994. Consequently, the projections were intended to reflect the
future financial performance of AlA Insurance and the other insurance marketing
subsidiaries of AlA Services (collectively referred to herein as "AIA Insurance").

..

The projections were developed by AlA Services' management to provide an indication of
the Company's future ability to service debt capitaL The intended audience of these
projections were potential sources of debt financing.

a

During the years ended December 31, 1990 through 1994, AlA Insurance total revenueswhich included commissions and administrative fees-increased from $8.7 million to $13.6
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million, respectively. This increase in revenues represented a compounded annual growth
rate of approximately 11.& percent. For the years ended December 31, 1993 to December 31,
1994, total revenues declined nearly 1& percent from $16.4 million to $13.6 miUion. For the
years ended December 31. 1995 through 1998, AlA Services management projected that
revenues would grow at a compounded annual rate of over 36 percent, from $13.3 million to
$33.9 million, respectively.

..

During the years ended December 31.1990 through 1994, AlA Insurance total expenses as a
percentage of total revenues ranged between 91.2 percent and 104.5 percent AlA Services'
management projected that total expenses as a percentage of total revenues would decline
from 93.1 percent for the year ended December 31, 1995 to 66.1 percent for the year ended
December3l,199&.

..

The net income of AlA Insurance was extremely volatile during the December 31, 1990
through 1994 period. During this period, net income ranged from a high of $971 ,804 during
the year ended December 3 I, 1992 to a loss of $401,158 for the year ended December 31,
1990. AlA Services' management has projected that net income will increase from $838,245
for the year ended December 31, 1995 to $&.5 million for the year ended December 31, J998.
This represents a compounded annual growth rate of nearly 117 percent.

..

During the years ended December 31, 1990 through 1994, net profit margin percentage for
AlA Insurance ranged from a high of 6.7 percent to a low of negative 4.6 percent The five
year average net profit margin was less than 1.0 percent. AlA Services' management
projected that net profit margin would increase from 63 percent for the year ended
December 31, 1995, to 25.2 percent for the year ended December 31, 1998.

Based on our analysis as described above, we would characterize the projected income statements
provided by the management of AlA Services as optimistic in nature. We have considered the optiffiistic--.........
nature ofthe-prqjected mcome statements in our analysis of the present value discount rate and our
analysis and projection of the residual year income statement.
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The residual year income statement was prepared using the following assumptions:

..

Revenues will grow at the long-term growth rate of 4 percent over projected revenues for the
year ended December 31, 1998.

•

Expense line items as a percentage of total revenues will remain at the same percentage
levels as projected for the year ended December 31, 1998.

..

Provision for income taxes was estimated at 40.3 percent based on the combined federal and
state effective marginal tax rate for the state of Idaho.

Debt Free Cash Flows

The debt-free cash flows for AlA Services are calculated as follows:
Net Income
Plus (+)

Depreciation expense

Plus (+)

Tax affected interest expense

Minus(-)

Capital expenditures

Minus (-)

Annual increases in operating current assets

Plus (+)

Annual increases in current liabilities

Equals(=)

Debt-free cash flow

To estimate the preseot value of the discrete (i.e. for the years ended December 31, 1995 through 1998)
debt-free cash flows, we applied the present value discount rate (i.e. the weighted average cost of capital)
to the debt-free cash flow for each respective year of the projection period. We then summed the present
values of these discrete debt-free cash flows. A summary of our discrete debt-free cash flows is provided
on Exhibit VII.

Based on our analysis as described above, the present value of the total discrete debt-free cash flows was
$8,417,713.
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Residual Value

To quantify the residual value of AIA Services, we capitalized the residual year debt-free cash flow by
the long-term capitalization rate (i.e. the weighted average cost of capital less the expected long-term
growth rate.)

The weighted average cost of capital used in our analysis of AlA Services is 26 percent. As previously
mentioned, a discussion of our analysis of the weighted average cost of capital is provided in Appendix
C. The long-term residual cash flow growth rate of 4 percent was estimated based on a composite of the
opinions of AlA Services' management and analyst projections as well as long-term inflation
expectations. Subtracting the 4 percent long-term growth rate from the weighted average cost of capital
of 26 percent results in a long-term capitalization rate of22 percent

We applied the long-term capitalization rate of 22 percent to the residual year debt-free cash flow to
quantify the residual year value of AIA Services. Based on this analysis, we estimated the residual value
to be $30,760,939. We then discounted the estimated residual value by the present value discount rate of
26 percent to calculate the present value of$12,204,427.

A summary of our residual value analysis is provided on Exhibit VII.

Market Value ofInvested Capital,

vn, we performed the

As reflected on Exhibit

following calculation to estimate the value of invested

capital (Le. both debt and equity capital) of AlA Services:

Sum of the Present Values of the Discrete Debt-Free Cash Flows
Plus (+)

Present Value of the Residual Value

Equals(=)

Indicated Value ofInvested Capital

~.
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